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PREFACE

In August 1986, Otis R. Bowen, M.D., Secretary of Health and
Human Services, established a Task Force on Medical Liability and
Malpractice under the direction of Under Secretary Don M. Newman.
The establishment of the Task Force was in part a response to a
Presidential request that the Department address the issue, and
in part an expression of- the Secretary's long-standing concern
about the impact of medical liability and malpractice on the
quality and availability of health care in the United States.

The Secretary charged the Task Force with development of
Departmental policy addressing all relevant facets of the medical
liability and malpractice issue. During the ensuing months, the
Task Force met with representatives of the medical, hospital,
legal, insurance, consumer, and research communities, and, with
the assistance of its Working Group, prepared this Report,
including an agenda for recommended action.

The Report is in four parts: an overview and summary of the
issue; an agenda for action, describing thirty specific
recommendations and policies; a study of the problem, reviewing
and analyzing the available information concerning relevant
aspects of health care, professional liability law, and the
insurance industry; and a discussion of needed future research.
The composition of the Task Force and its Working Group, along
with the valuable contributions made by all those who shared
their views and concerns, has ensured that the Report reflects
the many differing perspectives from which the issue is viewed.

In a search for possible solutions to this difficult
problem, it is tempting to look for simple explanations of the
nature of the medical malpractice issue and its causes. Too
often in the past, debate on this subject has been characterized
by parochial views and finger-pointing among the affected
interest groups. We believe, however, that recently there has
been a general move away from such counterproductive activity
toward a more constructive recognition that the issue is complex
and that solutions must be built on the best efforts of all
concerned.

Our own experience as Co-Chairs has been instructive. The
issue of medical malpractice has created tension between the
professions of law and medicine, despite the common historical
and cultural values and commitments both professions share in
American society, and the many parallels that exist in their
education, licensing requirements and professional organization.
There is a widespread belief among physicians that the tort law
system, run by lawyers, does not take into consideration the
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difficult decisions and often life and death judgments that
physicians and other health care providers confront almost daily.
They see their malpractice liability insurance costs as driven
more by avarice than by genuine wrongdoing on the part of the
medical profession.

Lawyers, on the other hand, see tort law as a fundamental
part of our social system, and the established mechanism by which
civil wrongs are righted. If physicians and other health care
providers are being held liable for injuries sustained as a
result of malpractice, it is because they have done something
wrong; the lawyer is simply the instrument by which these wrongs
are brought to the proper forum for resolution and rectification.
They are unsympathetic to treating health care providers
differently than other professional enterprises.

We found little use in the continuation of this particular
formulation of the issue. Neither the blame for nor the solution
to the medical liability and malpractice problem lies solely with
physicians, lawyers, the insurance industry, or patients who sue.
Our study persuades us that all parties must cooperate to manage
a complex and difficult problem. In particular, we must find
ways to reduce the incidence of avoidable medical injuries, and
we must find ways to ensure that liability for such injuries is
imposed on health care providers only when it is warranted, and
only in amounts that fairly compensate for real harm caused.

It is of course easier to state this goal than to attain it.
We believe, however, that our experience in working together—one
a physician and one a lawyer—and in arriving independently and
in concert at agreed understandings suggests that our two
professions should be able to find a common ground for addressing
this problem constructively. We also find our experience
indicative of a growing belief that the issue must be addressed
comprehensively and that all affected parties have roles to play
in that effort. We hope this Report contributes to an emerging
consensus

.

S. Jay Plager

David N. Sundwall
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PART I

OVERVIEW

I . INTRODUCTION

In recent years there has been widespread public and
professional concern surrounding the issue of medical liability
and malpractice. This concern focuses on three related areas:
health care delivery, legal liability, and insurance. Health
care can harm as well as benefit and so prevention of medical
injury and its costs are of great importance to health care
consumers and providers. The manner by which the legal system,
through professional liability rules, determines that an injury
has occurred as a result of malpractice and the level at which it
should be compensated affects directly consumers, providers, and
other related interests. The costs of medical liability
insurance, in particular, have become a major problem, with
indications that increasing premium costs are interfering with
the availability of necessary medical services and are
threatening the quality of health care for the American public.

Regardless of whether the solution to the problem of medical
liability and malpractice is perceived as the responsibility of
public or private sectors, or a combination of these, the United
States Department of Health and Human Services (HHS) has a major
interest in the issues of medical liability and malpractice. HHS
has special responsiblity for the health and well-being of all
Americans. HHS is a direct provider of health care to a number
of Americans through the Public Health Service and the Indian
Health Service. In addition, through Medicare, Medicaid, and
other programs, HHS is a source of payment and reimbursement for
the health care of a much larger number of Americans.

This Report of the Task Force on Medical Liability and
Malpractice is by no means the first study of the problem.
Nevertheless, current concern about trends in and the effect of
medical malpractice insurance costs on access, quality, and cost
of health care prompted HHS to undertake a new study of the
problem of medical liability and malpractice. This Report is an
attempt at a comprehensive re-examination of the problem and
includes the Department's conclusions and recommendations.

Part I of the Report provides a brief history of earlier
manifestations of the problem of medical malpractice; a review of
the three major areas of the problem: health care, legal
liability, and insurance; a discussion of the policy objectives
that should govern management of the problem and choice of
solutions; and a look at some of the key factual aspects of the
problem.
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Part II of the Report is an Agenda for Action, containing
recommendations in four areas: the Health Care System, the
Professional Liability System, Alternatives to Tort Litigation,
and the Insurance System. As indicated in the specific items
themselves, HHS has an important role to play in the
implementation of the Agenda for Action, along with state and
private sector interests.

Part III provides an in-depth examination of the health
care, legal and insurance systems and their relationship in
preventing and compensating medical malpractice, based on
currently available studies and data. The availability of such
data has improved significantly since 1973 when the Department of
Health, Education and Welfare issued the Report of the
Secretary's Commission on Medical Malpractice (1973 HEW
Commission Report) . Empirical studies, symposia, and other
published material on medical malpractice are cited extensively
in Part III.

Among the resources used in this Report is a comprehensive
five-part review of medical malpractice insurance issues begun in
1985 by the General Accounting Office (GAO) in response to
Congressional request. The published studies consist of an
overview of the issue (Medical Malpractice, No Agreement on the
Problems or Solutions . February 1986) , a study of malpractice
insurance costs (Medical Malpractice, Insurance Costs Increased
But Varied Among Physicians and Hospitals . September 1986) , a
summary of case studies of six states' responses to the problem
(Medical Malpractice, Six State Case Studies Show Claims and
Insurance Costs Still Rise Despite Reforms , December 1986)

,

individual reports on the six states studied (Arkansas,
California, Florida, Indiana, New York, and North Carolina) , a
study of closed insurance claims (Medical Malpractice,
Characteristics of Claims Closed in 1984 , April 1987) , and a
summary of conclusions, recommendations, and suggestions (Medical
Malpractice, A Framework for Action , May 1987)

.

Another source of recent information on the current problems
with insurance availability and affordability are the Reports of
the Tort Policy Working Group, an interagency group of
representatives from ten agencies and the White House,
established by the Attorney General to study the problem of
insurance availability and affordability . Its study of the issue
as well as eight recommendations for tort law changes are
included in the Working Group's two reports: The Report of the
Tort Policy Working Group on the Causes, Extent and Policy
Implications of the Current Crisis in Insurance Availability and
Affordability , February 1986, and An Update on the Liability
Crisis , March 1987.

Lastly, the work of the Center for Health Policy Research of
the American Medical Association, the Institute for Civil Justice
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at the Rand Corporation, and the published research of Patricia
Danzon, Frank Sloan and others has greatly enhanced understanding
of the medical liability and malpractice issue.

Despite these recent contributions, many information gaps
still remain. Accordingly, Part IV of the Report reviews some of
the issues which need further elucidation and proposes a list of
topics which need to be pursued to assure information for ongoing
policymaking

.

This Report deals principally with medical liability of
physician providers. More is known about the causes and effects
of the problem with respect to physicians than with respect to
other health care providers. To the extent that documentation is
available about the way other providers, such as nurses,
midwives, hospitals or manufacturers of medical equipment,
contribute to or are affected by increasing litigation, rising
premiums, or other factors, they are discussed.

II. AN HISTORICAL PERSPECTIVE

Medical malpractice litigation is not a new problem, but its
current magnitude is. The first recorded case of medical
malpractice in English common law was noted in 1329. By 1518,
when the College of Physicians of London was incorporated,
malpractice litigation was common enough for the charter to
include disciplinary provisions for malpractice.

In the United States, physicians were held legally
responsible for negligently-caused injuries as early as 1794.
American physicians have experienced recurring periods of sharp
increases in the amount of malpractice litigation. The first
such increase occurred in the fifteen years prior to the Civil
War.

Distinct periods of increases in malpractice cases and
concern about them occurred at the beginning of this century and
again in the years prior to World War II. In 1941, the Journal
of the American Medical Association published studies showing
that 1,296 malpractice cases had occurred between 1900 and 1940,
with more than 500 between 1930 and 1940. The explanations for
these increases in malpractice cases are similar to opinions
expressed about the current malpractice situation: increased
patient expectations, improvements in diagnostic procedures, and
erosion of the patient-physician relationship, particularly in
large urban centers.

But beginning in the late 1960s, the number of malpractice
claims filed against physicians and the size of jury awards began
to increase at an unprecedented rate. In 1971, in response to
these increases, the Secretary of Health, Education, and Welfare
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appointed a Commission on Medical Malpractice to study the
problems of medical liability and malpractice. The purpose of
the Commission was to identify the critical elements of the
malpractice problem. The 1973 HEW Commission Report observed
that patient injuries—real or imagined—were central factors in
the problem of medical malpractice. This assertion was based on
an examination of the total number of patient injuries as well as
the proportion of those injuries due to substandard physician
practices

.

A second observation equally valid now is that our attention
to advances in medical treatment tends to mask their inherent
risks. As the 1973 HEW Commission report observed: "[M]odern
high-quality medicine carries risks that unavoidably result in
some injuries to patients, no matter how much care, skill and
judgment is applied." The electronic and print media often
highlight medicine's scientific successes, and rarely mention the
practical problems of bringing the successes to the bedside or
the risks inherent in many medical interventions. Consequently,
patients may come to expect an unrealistic and often unobtainable
success rate in medical interventions.

Another observation by the 1973 HEW Commission related to
the dearth of empirical data, requiring that the Commission
itself sponsor a significant amount of primary research. The
research initiated by the 1973 HEW Commission still represents a
substantial part of our knowledge today.

By 1974, physicians in several states began to experience
severe problems in obtaining malpractice insurance. Even with
substantial premium increases, a number of insurers left the
market entirely and some health care providers were simply unable
to secure liability insurance at any price. These factors led to
a situation that many have labeled a "crisis" in malpractice
insurance.

In response to the imminent threat of physicians without
malpractice insurance coverage, state legislatures enacted a
variety of new laws. Some of these new laws involved changes in
the states' tort law, changes designed to reduce indirectly the
cost of malpractice insurance by curbing the rise in claims filed
and the size of settlements and awards. Other changes in the law
attempted to assure the availability of malpractice insurance
through new legal arrangements such as joint underwriting
associations and state-operated patient compensation funds. In
addition, insurance companies responded by converting from
occurrence to claims-made malpractice policies.

Following a brief lull between 1975 and 1978, the number of
claims filed and the cost of malpractice insurance resumed their
upward trend. The average premium cost for all physicians
increased by 81 percent between 1982 and 1985, and for some
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specialties, such as obstetrics, the average premium costs
increased by 113 percent, prompting some obstetricians to modify
their practices in order to reduce their premiums. These
escalations in the cost of malpractice insurance, along with
reports of decreasing access to health care in some areas, are of
substantial concern to HHS.

No entity regularly monitors changes in access to health
care. Given available data, it is not possible to isolate the
role of insurance cost factors among the numerous factors
affecting whether care is available to particular patients.
There is, however, evidence sufficient to suggest that access to
care has been impaired by rising insurance costs for some
patients in some regions of the country.

A recent study for HHS by Macro Systems, Inc. examined
publicly available data on impaired access related to medical
malpractice premiums. The information was based on discussions
with physicians and state health officials. Many examples of
purported access impairment were identified—more than 150 in 26
states—involving certain geographic areas, and particular types
of health care providers.

The Macro study suggests that if access is limited it is
more likely to be limited in the midwestern and southeastern
states, especially in rural areas. The services more likely to
be affected are obstetrical and gynecological services. A
substantial majority of the examples of access problems were
found among low-income patients, including Medicaid recipients,
state and local public health department patients, and the
medically indigent.

Regional and local reports of obstetrical access problems
reported in this study are corroborated by a survey conducted in
1985 for the American College of Obstetricians and Gynecologists.
Thirty-five percent of the respondents reported modifying their
practice in some way in connection with professional liability
risks. Changes reported included reducing the number of
deliveries performed, decreasing high-risk obstetrical care, and
discontinuing obstetrical practice altogether. A higher
proportion of physicians in Florida and the Great Lakes region
than in other parts of the nation reported altering their
practice. Nationwide, 23 percent of respondents surveyed
reported reducing their high-risk obstetrical practice and 12
percent reported dropping obstetrical care completely.

In a 1984 survey by the American Academy of Family
Physicians, 21 percent of the respondents reported that they had
restricted their obstetrics practice. This is apparently a
result of the insurers' reclassification of family practitioners
who provide obstetric care from a low premium category to the
higher premium category assigned to obstetrician-gynecologists.
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The reclassification has led to especially high premium increases
in at least three states and has been noted as a factor leading
to access concerns.

Much of the picture that emerges on diminished access is
based on physician self-reporting or responses to specific
questions about access, rather than on comparative studies or
actual patient care data. Nevertheless, the information reported
in these surveys and in publicly available sources such as the
news media indicate that a significant problem may exist.

III. HEALTH CARE: MEDICAL INJURY AND ITS PREVENTION

A. The Terminology of Medical Injury

It is important in any discussion of medical liability and
malpractice to understand the terms commonly used to describe the
results of physician-patient encounters, or the "outcomes" of
medical intervention, and to distinguish them from similar terms
used in the current professional liability system. This section,
therefore, will introduce these key terms in the context of an
explanation of the issues.

When patients receive medical care, the results are not
always favorable. Some patients do not improve, some experience
transient ill-effects, others are permanently harmed, and some
die. These undesirable results, or adverse medical outcomes , may
be divided into two categories:

o There are instances of avoidable adverse outcomes in
which a health care provider fails to adhere to the
current standards of medical care and the patient is
harmed as a result. Some of these instances result
from an act of commission or omission by an individual
health care provider. Others result from a failure of
some aspect of the health care system, not related to
the performance of any particular health care provider.

o There are instances of unavoidable adverse outcomes in
which a health care provider treats the patient in
accord with the current standards of medical care, but
the natural course of the patient's prior condition
given the current limits of medical knowledge, or side-
effects of a proper treatment, result in an adverse
outcome

.

In either case, the patient who is harmed may choose to make
a claim against the health care provider. Only then can a
determination of malpractice be made through the professional
liability system.
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o Malpractice refers to a judicial determination that
there has been a negligent (or, rarely, willful)
failure to adhere to the current standards of medical
care, resulting in injury to the patient.

In its technical meaning, and as used in this Report,
the term malpractice is a narrow one, describing a
judicial determination of a patient's claim concerning
the result of a medical intervention, although it is
commonly used more generally to refer to any health
care provider behavior that fails to meet current
medical standards of care, whether a legal
determination has been made or not.

o Malpractice claims can be resolved prior to a judicial
determination by agreement of the parties. These
settlements between patient claimants and health care
providers are influenced by the parties ' assessment of
what a potential judicial determination would be. But
factors other than the potential judicial determination
—such as the cost of protracted litigation compared to
early settlement—also influence such settlements, in
which the interests of the insurer play a significant
role. As a result settlements cannot be equated
directly with a determination of malpractice.

B. The Dimensions of the Problem

The actual operation of the health care system is at the
heart of the medical liability and malpractice issue. There are
claims, lawsuits, and settlements because patients believe that
they have been harmed in the course of medical care. The 1973
HEW Commission's Report recognized this in its observation that
patient injury—real or imagined—is a central factor in the
problem of medical malpractice.

It is not easy to determine how many medical injuries occur,
and what proportion of them are avoidable. There are no recent
large-scale national-level data which provide the answers. There
are some studies which suggest answers, but they are limited in
size and scope and their conclusions must be used with caution.
A 1977 study by the California Medical and Hospital Associations
found adverse outcomes in 4.6 percent of all hospital discharges
and likely negligence in 17 percent of these. Another study
prepared for the 197 3 HEW Commission estimated that there were
1,780 patient injuries, with 517 likely due to negligence, among
the 23,750 discharged patients in a one-year period in two
hospitals studied. These and other studies also suggest that
there are many injuries to patients which do not result in claims
being made.
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Nor is it easy to identify the characteristics of the
physicians responsible for malpractice claims, judgments and
settlements. It is often said that a small percentage of
physicians account for most of the paid claims, and that the
problem of harm to patients could be solved by identifying these
few physicians and rehabilitating them or eliminating them from
practice. But based on available data, it is not clear that this
is the core problem.

C. The Quality of Health Care

Whatever the number of injuries and the characteristics of
the responsible physicians, current liability and malpractice
issues have caused increased attention to the systems for
physician credentialing and discipline and for assuring the
quality of care and reducing the risk of injury. While the
malpractice problem has many origins, and by no means are all
related solely to the quality of care, at least some of the
problems can be alleviated by attention to credentialing and
quality. More broadly, the health professions and society
generally are committed to assuring high quality care, and
improvement of the systems for doing so is an imperative that
exists apart from liability issues.

An explanation of the credentialing and quality assurance
systems will assist in understanding how these systems serve to
promote high quality care and prevent injuries. Physicians in
this country are initially educated through both classroom
lecture and hospital or clinical training. They must pass
written examinations and are licensed by state governments, which
can revoke the licenses. A specialty system trains and tests
them further and certifies their competence in a specialized
field. Their ongoing performance is monitored through
professionally-supervised review of their practice and through
governmental processes that rely on that professional review.
Their work in hospitals undergoes professional peer review and is
subject to scrutiny by other institutional committees which may
influence their behavior. Their individual instances of
substandard performance may result in suspension or denial of
hospital privileges and state licensure. To the extent that
substandard performance harms a patient and is detected, the
professional liability system may require them to compensate the
injured patient.

Three elements of this system have been the subjects of
recent attention and offer opportunities for improving the
results for patients: the state licensure and discipline system,
peer review in general and Peer Review Organizations (PROs) in
particular, and risk management activities. This section briefly
discusses these efforts to assure the quality of medical care.
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States which license physicians can revoke those licenses or
otherwise discipline their holders. An aggressive program to
identify physicians who should be disciplined is typically seen
as an essential element of any comprehensive program to improve
care. Health care consumer representatives emphasize this
approach as central in dealing with the broader issue of
liability and malpractice.

There is increasing analysis and discussion of the
effectiveness of the state licensing boards in disciplining
physicians. The HHS Office of the Inspector General in a 1986
study entitled Medical Licensure and Discipline identified some
of the state licensing boards' problems and recommended
improvements. States are improving their disciplinary processes,
and more physicians are being disciplined. For example, in 1985
(the most recent year for which data are available) state
licensing boards took 2,108 formal disciplinary actions against
physicians. This was 37 percent more than the 1984 total of
1,540. These included 406 revocations of licenses, which was 34
percent more than in 1984. An effective program to improve
quality through this route includes not only definitive punitive
action like license revocation but also programs to retrain
physicians in areas of deficiency, to deal with impairment due to
mental illness and substance abuse, and otherwise to rehabilitate
physicians to allow them to continue in practice safely and
productively.

The special problem of impaired physicians has been the
subject of attention by both the disciplinary bodies and the
profession more generally. The American Medical Association
began a major effort to alleviate this problem in 1973, and now
the majority of states have formal programs, either operated by
the state licensing boards or formally approved by them, to
rehabilitate physicians. More than half of state disciplinary
actions are for infractions related to drugs or alcohol.

While licensure and discipline are a state responsibility,
the Federal government plays a significant role in promoting
quality medical care through requirements of the Medicare and
Medicaid programs. For example, hospitals and health maintenance
organizations are required to have organized, effective quality
assurance programs.

There is a long history of formal peer review of the work of
physicians as a way of assuring quality. The basic premise of
this quality review by professional peers is that physicians have
a sincere commitment to ensuring the provision of high quality
care. States have required peer review and have provided
protections for the individuals engaged in it for some time.
Most recently, the Congress passed the Health Care Quality
Improvement Act of 1986 which provides protection from "civil
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damages" under Federal antitrust laws for individuals who engage
in good faith peer review activities.

The development of Federal programs to pay for health care
has resulted in Federal requirements for peer review. Peer
Review Organizations (PROs) review the quality of care given to
Medicare beneficiaries and are the centerpiece of the Federal
government's efforts to assure quality of care. PROs are private
organizations under contract to the Federal government, and they
currently review a substantial proportion of the care given to
Medicare patients. A PRO can deny reimbursement for substandard
care, and can recommend that physicians or other practitioners be
suspended from the Medicare and Medicaid programs and fined for
flagrant or sustained poor performance. PROs can advise state
licensing boards of the deficiencies of physicians whose care
they review.

More generally, major portions of the health care community
are now devoting themselves in a serious way to the development
of formal risk management activities. These are organized
programs to prevent medical mishaps and to minimize the adverse
effects of such mishaps. Risk management encompasses many
activities, such as educational programs to alert physicians
about particular risks, traditional hospital quality assurance
activities, programs in hospitals to identify system risks not
related to the performance of a particular professional, and the
development of standards (often by professional societies) for
the technical aspects of care, such as administration of
anesthesia.

The continued development and improvement of all of these
efforts give promise of fewer adverse medical results for
patients. It does appear that the professional liability system
has been an important motivating factor in the development and
maintenance of these constructive efforts.

At the same time, the fear of liability has also encouraged
another less helpful form of protective response called defensive
medicine. Defensive medicine refers to the practice of
performing medically unnecessary tests and procedures, or failing
to perform medically necessary tests and procedures, solely
because of a fear of legal liability. Such defensive medical
practices may harm patients and can result in an increase in
health care costs.

If there is a common need to be seen among the efforts to
assure quality of care and reduce the risk of injury to patients,
it is exchange of information. There are existing communication
systems to insure that physicians who are disciplined cannot
begin practice elsewhere without review. In addition, a new
Federal data clearinghouse, established by the Health Care
Quality Improvement Act of 1986, will enhance this process. But
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there are other areas of cooperation and communication that need
to be developed and used. PRO review and findings become more
useful if findings are exchanged with state licensing boards.
Risk management involves the exchange of information about
adverse medical outcomes in order to prevent future ones; it also
involves review of substandard physician practices in order to
determine medical staff qualifications. Peer review and other
quality assurance processes can inform physicians about the
quality of their work.

IV. LIABILITY: FAULT AND COMPENSATION

The civil justice system which determines fault and awards
compensation for civil wrongs, including medical malpractice, has
faced increasing criticism from scholars, health care providers,
and the general public. Many scholars point out that the tort
liability system does not achieve its goals of compensation and
deterrence efficiently. A poll of 2,130 Americans reported in
March, 1987 by Louis Harris and Associates, Inc. revealed that
nearly all those sampled desired some changes in the civil
justice system including decreasing the costs of lawsuits, prompt
hearing of cases and reducing excessive damage awards.

During the mid-1970s, the tort liability system as it
applied to medical malpractice was the subject of a number of
state legislative changes. Tort law changes were designed to
curb the rise in malpractice claims filed (claim frequency) and
the size of malpractice awards (claim severity) . It was believed
that such reductions would ultimately reduce the cost of
malpractice insurance premiums. All but one state enacted some
changes in their tort law aimed at reducing claim frequency,
claim severity, and the time and costs associated with resolving
claims. These changes included efforts: (1) to shorten statutes
of limitations; (2) to limit damage awards; (3) to reduce the
number of court trials by use of pretrial screening panels; (4)
to use alternatives to jury trials such as arbitration; (5) to
take into account compensation from sources other than the
defendant (collateral sources) ; (6) to restrict contingent fees;
and (7) to provide for periodic payment of malpractice awards.

Many of these mid-1970s state tort law changes were
relatively weak because their provisions were subject to
exceptions. In some states, tort law changes were challenged in
court as violative of state constitutional equal protection and
due process guarantees, and, as in New Hampshire and North
Dakota, overturned. In other states, such as California and
Indiana, tort law changes underwent the same challenge but were
upheld. In still other states, statutes making tort law changes
were allowed to expire and not renewed. The movement to modify
state tort law has continued into the mid-1980s.
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Several recent studies of the mid-1970s tort law changes
evaluated their effect in reducing claim frequency and severity.
However, there are practical and methodological problems in
assessing the effects of these legal changes, such as the
differences between the changes adopted by various states, as
well as the differences in legal practices prior to change even
in states adopting similar changes, and the time lag between
legislative enactment and final judicial review of the tort law
statutes. With these caveats in mind, the studies do indicate
that claim frequency and severity have been reduced by certain
tort law changes.

Specifically, three major published studies have examined
the effect of tort law changes on malpractice claim frequency and
severity. In a 1982 Rand Corporation study, Danzon analyzed
claims filed and closed in the period 1975-78 and found mixed
effects from tort changes enacted in response to the 1975
malpractice insurance availability problem. Award limits and
mandatory offset of collateral benefits seemed to have
significantly slowed the growth in claim severity in states that
enacted such changes. No other change was found to have any
measurable impact, nor did the enacted changes explain the lull
in claim frequency between 1975 and 1978.

In 1985, Sloan published an analysis of the effect of tort
law changes on medical malpractice insurance premiums paid
between 1974 and 1978 and found little effect. Screening panels
appeared to reduce premium costs and arbitration seemed to
increase premium costs. However, this study may have been
premature in that most of the tort law changes studied did not
become effective until after 1976, too late to have had much
effect on claims filed and closed during the period included in
the study.

In a 1986 Rand study, Danzon updated the 1982 study and
reported on nationwide claims experience over a full decade from
1975 to 1984. Regarding claim frequency, she found that reducing
the statute of limitations for adults by one year reduced claim
frequency by 8 percent and the frequency of paid claims by 6 to 7

percent. Collateral offset reduced claim frequency by 14
percent. She found no effect on claim frequency from the use of
pretrial screening panels, and an increase in claim frequency in
states with arbitration panels. With regard to claim severity,
tort changes which limit all or part of the malpractice
plaintiff's award reduced claim severity by 23 percent.
Collateral source offset reduced claim severity by between 11 to
18 percent. States with binding voluntary arbitration had a
claim severity 2 0 percent lower than other states. Screening
panels did not consistently reduce claim severity.

These studies suggest that, despite continued rises in claim
frequency and severity, states which have enacted certain tort
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changes have experienced less growth in claim frequency and
severity than states which have not.

The impact of tort changes on malpractice insurance costs
has not been as well-studied. However, there is data suggesting
that premium rate increases are smaller in a state such as
California, with strict award limits in its medical malpractice
statute, than in states such as New York and Florida, without
award limits. As Danzon has pointed out, it is to be expected
that tort law changes which stabilize claim frequency and
severity would reduce the price volatility of malpractice
insurance and thereby make it more available.

In addition to tort law changes, some states have considered
using alternatives to tort litigation to resolve medical
malpractice claims. Such alternatives range from a non-fault
based injury compensation system through limited liability
schemes to an economic damage guarantee proposal . In addition to
these legal changes, other alternatives are arbitration and
contracting between patients and providers. Other than
arbitration, these alternatives are relatively untested as
applied to medical malpractice.

V. INSURANCE: PREMIUM COSTS

A. Malpractice Insurance Costs

Medical malpractice insurance costs generally have shown an
upward trend since the late 1960s. And recent data shows that
the trend has not abated. Total physician malpractice insurance
costs for physicians increased from $2.4 billion in 1983 to $3.8
billion in 1985. The average amount spent per physician on
medical liability insurance increased from $5,800 in 1982 to
$10,500 in 1985, an increase of 81 percent. As a percentage of
physicians' average gross income, the cost of malpractice
insurance has increased from 3.1 percent in 1982 to 4.6 percent
in 1985. As a percentage of average total expenses, the average
cost of malpractice insurance increased from 7 percent in 1982 to
9 percent in 1984. Even though malpractice insurance expenses
represent only a small proportion of total expenses, they
increased at a greater rate than did any other expenses including
medical and office supplies, and payroll.

But when malpractice insurance costs are expressed as an
average for all physicians, important variations among different
physician specialties are masked. Physicians who practice
obstetrics have experienced greater percentage increases in
malpractice insurance premiums since 1982 than the average
physician, as Table 1 illustrates.
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Table 1

PHYSICIANS' AVERAGE PREMIUMS BY SPECIALTY
(Dollars in Thousands)

Percent
Increase

Specialty 1982 1983 1984 1985 1982

All Physicians $5.8 $7.1 $8.4 $10. 5 81
Pediatrics 2 . 9 3.9 3.5 4.7 66
Family Practice 3.5 4.4 4.9 6.7 91
Internal Medicine 3.7 4.4 4.9 5.8 56
Surgery 9.9 10.9 13.4 16. 6 67
Ob-Gyn 10.9 14.

1

18.8 23.3 113

Source: American Medical Association: Socioeconomic Monitoring
System Surveys.

There is considerable variation in malpractice insurance
costs from state to state and for regions within the same state.
Among states with the highest average medical malpractice
insurance premiums are Florida, Illinois, Michigan, New York, and
the District of Columbia. As of July 1, 1986, for the same
coverage ($1 million per occurrence/$l million aggregate,
occurrence basis) , family practitioners who do some minor surgery
and obstetrician-gynecologists experienced large differences in
malpractice premiums in different states, as Table 2 illustrates:

Table 2

PREMIUM VARIATION FOR 1985 BY STATE AND SPECIALTY
SELECTED EXAMPLES

Obstetricians- General Practitioners
Gynecologists With Minor Surgery

Florida* $92,830+ $16,700++
Arkansas 18,950 3,700
North Carolina 15,290 3,000

*Exclusive of Dade and Broward Counties
+Figure for Dade and Broward Counties is $185,460
++Figure for Dade and Broward Counties is $33,224

Source: American Medical Association, Socioeconomic Monitoring
System (1986)

.
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B. Possible Causes for Malpractice Insurance Increases

Unlike the mid-1970s, when sharp rises in medical
malpractice claim frequency and claim severity together with
insurance unavailability were an isolated phenomenon, the 1980s
have witnessed liability insurance availability and affordability
problems across the entire insurance industry. Many businesses,
municipalities and professionals in addition to physicians have
experienced serious problems in obtaining adequate insurance
coverage at an affordable price.

A number of reasons have been offered to explain the cause
of the increasing problem of insurance availability and
affordability, and will be considered at various points in this
Report. Recently, two extensive analyses of the causes of the
current insurance problems have appeared casting additional
light: an appendix in the Tort Policy Working Group's 1987 Update
entitled Crisis in Property-Casualty Insurance and a 1987 article
by Professor George Priest entitled The Current Insurance Crisis
and Modern Tort Law (96 Yale L.J. 1521)

.

Using existing theoretical economic analysis and empirical
evidence, both analyses suggest that judicial expansion of tort
liability rules beginning in the 1960s, which include movement
from a fault-based standard to a no-fault standard, eased
requirements for establishing joint and several liability, awards
of large damages for non-economic losses, and the general shift
from first-party to third party tort insurance, is responsible
for reductions in insurance availability. These judicial changes
have created financial uncertainty within the insurance industry
leading to problems with insurance availability and
affordability . Other explanations for availability and
affordability problems, such as collusive behavior among
insurers, imprudent business practices, state regulation, and
declines in investment income, are not believed to be causal.

VI. THE LIABILITY-INSURANCE SYSTEM

The present method of determining fault and awarding
compensation for medical injury through the tort liability system
is closely connected with the operation of the insurance
industry. This liability-insurance system, or compensation
system for medical injury, is expensive to operate. Malpractice
premium levels reflect the cost of operating the liability-
insurance system. While premium cost increases in the previous
section suggest the dimensions of total insurance costs, a more
basic analysis must ask not simply whether that expense is large
or small in the context of medical expenses generally, but
whether the money is being well spent.
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Two questions begin such an analysis:

o What proportion of total dollars expended by the
compensation system goes to operating the system
(transaction costs) , and what proportion goes to paying
for losses sustained by injured claimants?

o How well do the payments to claimants correspond with
the losses actually sustained?

Estimates vary about what proportion of the premium dollar
goes to claimants and how much goes to attorneys' fees and other
transaction costs. In addition to claimants' attorneys* fees,
insurance administration costs, defendants' attorneys' fees and
other defense costs all consume substantial, if difficult to
measure, portions of the premium dollar. Estimates range from a
low of 18 percent to a high of 54 percent. In a 1977 Rand study,
Danzon estimated that plaintiffs receive between 40 to 50 percent
of the premium dollar. These estimates can be compared to
workers' compensation, in which it is estimated that 55 to 70
percent of the premium dollar is returned as benefit payments and
health insurance, in which 85-90 percent goes to benefits.

Limited information exists to allow a determination of how
well the payments to claimants correspond to the economic losses
actually sustained. The GAO closed claims study found that 57
percent of 73,000 medical malpractice claims closed in 1984 were
closed without payment to the claimant. For the claims in which
indemnity payments were made, the study found that 62 percent of
patients compensated received payments greater than their
economic loss, 8 percent received a payment equal to their loss,
and 30 percent received a payment less than their loss. However,
these figures represent compensation paid before the claimants'
attorneys' fees were subtracted.

While much of the public attention to transaction costs has
focused on the fees earned by claimants' attorneys (typically
one-third of the recovery) , the costs of defense are substantial
and must be acknowledged in any analysis, or in any effort to
reduce transaction costs. The GAO closed claims study shows
that, to investigate and defend the 73,000 claims closed in the
study period, insurance companies spent $807 million, of which
$668 million, or almost 83 percent, was for defense counsel. The
total indemnity payment made to claimants (for the 32,000 claims
that were paid) was $2.57 billion.

VII. POLICY OBJECTIVES

In looking at the compensation system which determines fault
and compensates for medical injury, we believe there are a set of
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policy objectives which should guide the system and any proposed
changes in it:

1. AVAILABILITY OF HEALTH CARE: A compensation system for
medical injury should support access to health care .

Providing quality health care for the American people,
individually and collectively, is the basic goal of the nation's
health care system. A compensation system should support
achievement of that goal. Thus, modification of the current
professional liability system should not result in diminution in
the availability of care. Therefore, intended solutions should
be ones that increase the availability of health care.

2. QUALITY OF CARE: A compensation system for medical injury
should encourage improvements in the quality of health care .

The quality of medical care provided in the United States
continues to be among the best in the world. This high standard
of quality has been achieved through the combined efforts of
health care providers—medical researchers, physicians, nurses,
and allied health professionals—working independently or
together to deliver the best care possible. A medical injury
compensation system can affect the quality of health care in a
significant number of ways. The system should deter substandard
care; and the system should encourage rather than discourage
necessary innovation in diagnosis, treatment, and care.

3. PHYSICIAN-PATIENT RELATIONSHIP: A compensation system for
medical injury should enhance, not impair, the physician-patient
relationship .

Effective medical care depends on a trusting, mutually-
rewarding relationship between physician and patient. A
compensation system that creates distrust, or encourages
precautionary actions in anticipation of legal conflict, places
stress on that relationship. Such stress prevents the physicians
from doing their best for patients, and also interferes with the
patients' choices in taking necessary steps in the disease
prevention processes or healing.

4. INNOVATION: A compensation system for medical injury should
encourage innovation that leads to an improved level of health
care .

New technology offers a chance to prolong life and to
improve its quality. These technologies, however, may themselves
involve risk and their use may increase the possibility of harm
to the patient. Fears of the liability consequences of such harm
may discourage physicians from adopting new procedures or
utilizing new treatments. An appropriate balance must be struck
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between the need to encourage legitimate innovation on the one
hand and the need to deter, and to compensate patients for the
results of improvidently administered or untested therapies, on
the other.

5. FAULT AS A BASIS FOR COMPENSATION: A compensation system for
medical injury should compensate avoidable medical injury due to
provider fault and should not compensate injury which is
unavoidable by standard medical practice .

A compensation system for events connected with medical
treatment runs the risk that it may compensate not only for harm
caused by physicians, but for the natural results of the
underlying illness or injury or the unavoidable side-effects of a
correct therapy. These latter results may involve great
misfortune, economic and otherwise, in individual cases. Some of
this misfortune may be alleviated through public programs, some
through private insurance and other contractual arrangements.
Attempting to fill the gaps through distortion of a fault-based
professional liability system is inefficient and inequitable.

Fault is a realistic and workable test for determining when
patients should be compensated through the medical malpractice
compensation system. Traditionally, the tort system is the legal
means for compensation when liability can be proven. In addition
to its compensation role, the tort system has a significant role
in deterrence of undesirable conduct. As a compensation
mechanism, the system does have flaws, but in general they are
not the result of the fault principle, and should be addressed
through improvements in the system, not by abandonment of the
fault principle.

6. PROMPT RESOLUTION AND FAIR COMPENSATION: A compensation
system for medical injury should resolve claims promptly and in
amounts proportional to the injury .

For physicians and for consumers, delay in the resolution of
claims is burdensome and wasteful. Delay in the resolution of
meritorious claims can cause personal hardship to claimants who
need funds for expenses related to their injuries.

Dramatically large awards, and even dramatically large
claims, have caught the public's attention as unsettling features
of the present compensation system. Some awards seem so large as
to be inappropriate even for very serious, disabling injuries.
Awards sometimes duplicate payments for out-of-pocket expenses
already received from other sources. At the same time, it is not
clear that all those who are entitled to compensation are
compensated adequately to meet needs resulting from their
injuries.
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Reasonably expeditious resolution of claims, and
compensation in reasonable amounts, are essential to a rational
system. Solutions to the present problems may be found in better
methods for calculating claimant need, in procedural improvements
in existing tort law, and in better ways of identifying negligent
behavior.

7. PREDICTABILITY: A compensation system for medical injury
should provide predictable outcomes .

Many people have criticized the present system as a lottery,
in which at the end of a long period of negotiation and
litigation, and with occasional new standards of medical behavior
formulated by courts, there may be a large award, or no award at
all. When there is compensation, it may or may not correspond to
the measurable injury. Awards in similar cases can vary
substantially between—and even within—jurisdictions.

It is important to the orderly management of a compensation
system that decisions within it be predictable. Physicians
should know in advance what behavior the courts will expect of
them, and injured persons should know the likelihood of
compensation in determining whether to bring a claim. In
particular, planning by insurers depends on sound estimates of
conduct that will give rise to compensation, and how much the
compensation will be. In the absence of such stability,
insurance rates must be high enough to accommodate the potential
extremes in frequency and severity of awards.

8. TRANSACTION COSTS: A compensation system for medical injury
should operate efficiently in terms of financial costs,
professional energies, and governmental processes.

The process of paying the injured should be operated as
efficiently and economically as possible. The present system is
widely perceived as expensive to operate. Estimates of the
percentage of premiums actually paid out as compensation to
victims vary, but it is very likely less than half. In addition,
there are non-monetary costs of time lost and emotional stress
for both patient and physician, and of burdens on judicial and
other decision-making processes.

VIII. CONCLUSIONS

Based on the research and information available to us and
reported herein, we believe the following conclusions can be
drawn

:

o It is difficult to determine reliably the incidence of
avoidable medical injuries. Historical data suggest
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that there may be many more instances of such injury
than there are claims brought.

o Recent years have seen substantial increases in the
number of malpractice claims and in the size of
malpractice awards. Even so, the majority of
malpractice claims are closed without payment.

o There is widespread concern in the professional and
licensing communities about the quality of care in the
delivery of medical services. There are increasing
efforts by professional organizations and state
licensing boards to identify physicians likely to
deliver substandard care.

o There is some evidence of reduced access to care as a
result of malpractice insurance problems, in some
regions, and for some specialty services.

o For physicians nationwide, there have been large
increases in malpractice insurance premiums. For
physicians in some specialties and in some regions of
the country, these increases have been particularly
large.

o States are taking some action to modify their tort law
to reduce the frequency of malpractice claims and the
size of awards, and to assure the availability of
affordable insurance.

o State modifications of tort law governing medical
malpractice appear to have had some effect in reducing
the frequency of claims and the size of awards.

o State modifications of tort law governing medical
malpractice appear to have had some effect in slowing
the increase in malpractice insurance premiums.

o Insurance availability and affordability problems have
affected all enterprises, but the health care system
has been particularly affected.
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PART II

AGENDA FOR ACTION

I . INTRODUCTION

Part II, Agenda for Action, contains recommendations on a

set of thirty important issues which currently confront
policymakers. These thirty items are grouped into four major
areas: Health Care, Professional Liability, Alternatives to Tort
Litigation, and Insurance.

Each item includes a recommendation or policy position, a
brief discussion of the issue, and a short summary of state,
private sector, and Federal Government activity in the particular
area. Within each item, there is a reference to the specific
section within Part III, The Study, or Part IV, Research Issues,
where further information can be found. Strategies for
implementing the Agenda for Action items are not included here.
HHS will develop specific implementation plans for each item as
appropriate.

II. THE AGENDA

A. HEALTH CARE

Introduction

The actual operation of the health care system is at the
heart of the medical liability and malpractice system. There are
claims, lawsuits, and settlements because patients are harmed in
the course of medical care. The health care system has major
components which are responsible for promoting high quality
medical care and preventing such harm. This section of the
Agenda for Action considers several of these components.

State Licensing Boards (A-l, A-2, A-3)

Physician credentialing, a process which includes education,
licensure, specialty certification and hospital privileging, is
dedicated to assuring physician competence and public safety.
The state licensing boards are key participants in this process.

Traditionally, physician licensure and discipline is the
prerogative of the individual states. The Department of Health
and Human Services (HHS) , through various financial and technical
assistance programs, has cooperated with the states and the
private sector in efforts to assure physician competence. With
the enactment of the Health Care Quality Improvement Act of 1986,
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Title IV of P.L. 99-660, which establishes a national data bank
of information on physician disciplinary actions, adverse
privileging actions, and malpractice settlements and judgments,
HHS now has a role in the exchange of information on physician
licensure and discipline.

The following three sections address issues intended to
enhance the work of the state licensing boards. These are:
authority, funding, and new initiatives.

A-l STATE LICENSING BOARDS: AUTHORITY

Recommendation/Policy

Educational programs should be conducted for state
legislators to assist them in the evaluation of their medical
practice acts. While this activity is the responsibility of
state licensing boards and other state officials, HHS will
support and provide technical assistance for such programs.

Discussion

The legislature of each state has enacted a medical practice
act to provide statutory authority for the state to license and
discipline physicians, although some state acts do not provide
adequate authority to identify incompetent physicians and to take
appropriate action. In order to provide adequate authority,
medical practice acts should include among other provisions: a
range of available disciplinary actions, definitions of conduct
subject to such action, compulsory reporting by specified
individuals and entities and authority to investigate such
reports, and legal protection for boards, staff and those making
good faith reports. Current recommendations on such acts are
embodied in A Guide to the Essentials of a Modern Medical
Practice Act , a publication of the Federation of State Medical
Boards (FSMB) . For further discussion see Part III, Chapter One,
Section II.

State/Private Sector Activity

Recently, a number of state legislatures have revised their
medical practice acts in accord with FSMB recommendations. For
example, states are expanding mandatory reporting requirements,
broadening immunity provisions for those who report violations,
and obtaining authority for summary license suspensions. Even
though many states have improved their medical practice acts,
some states have not revised their acts to assure that their
boards have appropriate authority.
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Federal Activity/Position

Although HHS does not have a direct role with respect to
state medical practice acts, it has assisted the FSMB in a
variety of activities which enhance the effectiveness of the
state boards.

A-2 STATE LICENSING BOARDS: FUNDING

Recommendation/Policy

States should assess the adequacy of funding available to
their licensing boards and should develop plans to assure that
their medical boards have sufficient funds to conduct an
effective disciplinary program.

Discussion

Expansion of the authority of state licensing boards has
been accompanied by an increase in workload. In addition, the
reporting requirements imposed on state medical boards by the
Health Care Quality Improvement Act of 1986 will represent a
further addition to state licensing boards' responsibilities.
State boards which do not now receive malpractice judgment and
settlement information will have to deal with and develop
effective uses of such information.

Regardless of the funding mechanism used, state licensing
boards, as a complement to adequate authority, need sufficient
funds and staff to enable them to conduct their activities
effectively. The mechanisms by which state licensing boards are
funded vary. For further discussion see Part III, Chapter One,
Section II.

State/Private Sector Activity

States have already expanded their activities considerably.
In particular, many receive large volumes of information about
physicians as a result of mandatory reporting within the states.
This includes reports of malpractice claims, judgments, and
settlements, and of adverse privileging actions by hospitals.
States are developing ways of using this information effectively.

Federal Activity/Position

The HHS Office of Inspector General (OIG) conducted a brief
overview study of state boards in 1985 and 1986. The OIG report
emphasized the financial vulnerability of many boards, noting
that while the investigatory and disciplinary authority of most
boards has increased in recent years, budget and staffing have
not kept pace. The Health Resources and Services Administration
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(HRSA) , in monitoring physician credentialing, has also
identified state licensing board finances as a major concern.

A- 3 STATE LICENSING BOARDS: NEW INITIATIVES

Recommendation/Policy

States should assess current activities of their licensing
boards and, where necessary, develop and implement an effective
disciplinary program. Professional and public groups should be
involved with research and technical assistance, and in
particular with the development of educational programs.

HHS will encourage this effort.

Discussion

While each state legislature has enacted a medical practice
act to provide statutory authority for the state to license and
discipline physicians, many state practice acts provide
inadequate authority. While some states are developing effective
disciplinary programs, all states need effective programs. For
further discussion see Part III, Chapter One, Section II.

State/Private Sector Activity

Aggregate information is scant concerning disciplinary
actions taken by various state boards. Information from state
boards indicates that 406 physician licenses were revoked in
1985, which represents a 34 percent increase over 1984. In the
same period, lesser disciplinary actions taken by the state
boards also increased.

Federal Activity/Position

Over the years, HHS has provided technical assistance for
improving the operations of state licensing boards. The Health
Care Quality Improvement Act of 1986 increases HHS 1 s
responsibility in the exchange of disciplinary, privileging and
malpractice award and settlement information.

A-4 FEDERALLY EMPLOYED PHYSICIANS

Recommendation/Policy

HHS will conduct a vigorous credentialing program covering
screening, monitoring, and discipline of those physicians it
employs. Other Federal entities should do likewise.
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HHS will cooperate fully with state medical boards and will
ensure that, with regard to HHS-employed physicians involved in
direct patient care, the Department participates fully in the
data bank established under the Health Care Quality Improvement
Act of 1986. Other Federal entities should do likewise.

Discussion

The Federal Government employs about 21,500 full-time
physicians. They serve in the Armed Forces, the Veterans
Administration, the Public Health Service, which includes the
Indian Health Service and the National Institutes of Health, and
in other Government agencies.

Each agency is responsible for proper screening of physician
applicants, monitoring the employed physicians' behavior, and
disciplining as appropriate. Even though there have been some
recent positive developments in Federal actions regarding
physician employees, more remains to be done.

Enactment of the Health Care Quality Improvement Act of 1986
adds emphasis to the desirability of Federal units meeting the
same reporting and querying requirements as the private sector
and the state licensing boards. For further discussion see Part
III, Chapter One, Section II.

State/Private Sector Activity

Not applicable.

Federal Activity/Position

As noted above.

Risk Management and Quality Assurance (A-5, A-6)

Risk management and quality assurance are functions that
overlap in many respects. As indicated in Part III, Chapter One,
many consider quality assurance a subset of the larger issue of
risk management. The latter, which requires managerial skills,
is directed toward all persons, events, and activities in the
health care setting; quality assurance, which requires clinical
expertise, is primarily directed toward medical services to the
patient. For clarity of exposition, we consider them separately.
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A-5 RISK MANAGEMENT ACTIVITIES

Recommendation/Policy

Risk management activities should be encouraged. HHS will
operate risk management programs in all facilities under its
control. States and other public and private entities operating
medical facilities should do likewise.

Discussion

The term risk management chiefly applies to comprehensive
loss prevention programs within institutions. The term has been
defined as the process of applying sound management techniques to
identification, assessment and resolution of problems to prevent
medical mishaps, and minimize the adverse effects of injury and
loss to patients, employees, visitors and the hospital
corporation

.

There is increasing interest and activity in hospital risk
management. Almost 4,000 full-time risk managers are now
employed in the nation's hospitals. For further discussion see
Part III, Chapter One, Section III.

State/Private Sector Activity

A recent trend in state legislation addressing malpractice
has been the establishment of requirements for risk management
programs in health care institutions. For example, in 198 6,
Massachusetts directed hospitals and nursing homes to participate
in risk management programs as a condition of licensure. The
Massachusetts Board of Registration in Medicine has recently
issued regulations to implement this requirement. These
regulations are advisory and educational in nature, and set forth
performance standards for specified high risk medical
interventions

.

Health care providers have devoted increased efforts to
collecting and analyzing data about medical practices in order to
reduce the risk of medical injury. In some instances, these
actions have been incorporated into guidelines for standards of
medical care. For example, the American Society of
Anesthesiologists has issued Standards for Basic Intra-Operative
Monitoring. Medical societies have also, in some cases, used
continuing education programs to help physicians become more
proficient in dealing with commonly encountered situations in
which the risk of bad outcome is high. Many insurers require
hospitals to have risk management programs in place before they
will provide insurance coverage.
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Federal Activity/Position

See Item A-6.

A-6 QUALITY ASSURANCE ACTIVITIES

Recommendation/Pol icy

Quality assurance activities should be encouraged. HHS will
conduct effective quality assurance programs in all facilities
under its operational control. States and other public and
private entities operating medical facilities should do likewise.

Quality assurance and risk management activities should be
coordinated and integrated.

Discussion

Quality assurance activities aim at optimal delivery of
health care to the individual patient. Quality assurance
activities are performed by health care experts within health
care institutions. Data is collected from adverse drug reactions
reports, patient incident reports, medical chart audits, records
review, and various committees such as tissue, transfusion,
infection control, morbidity and mortality and utilization
review. These data form the empirical foundation by which those
responsible for quality assurance can formulate pragmatic
programs for improvements in medical practice and patient care.
For further discussion see Part III, Chapter One, Section III.

State/Private Activity

The medical profession and the hospital industry have been
responsible for an extensive array of quality assurance
activities. In the summer of 1986, the AMA announced a broad-
based initiative addressing quality of care issues. Key to this
initiative was its commitment to develop through the Council on
Medical Service a definition of quality and guidelines for its
measurement, and to seek quality assurance programs in all health
care facilities. In addition, some medical specialty societies
are actively involved in standards development and related
educational activities.

The Joint Commission on the Accreditation of Hospitals
(JCAH) requires that each hospital have in place a quality
assurance program designed to evaluate quality of care and
resolve identified problems. The JCAH tailors its review
standards to the characteristics of the individual hospital and
monitors periodically for compliance.
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Federal Activity/Position

In addition to the Peer Review Organization (PRO) activities
discussed at Item A-7 , the Federal Government ensures that high
quality medical services are rendered to Medicare and Medicaid
beneficiaries by requiring that hospitals participating in these
programs establish quality assurance programs aimed at
identifying and correcting patient care problems.

Federal direct providers of health care are also addressing
increased attention to the identification of risks in the
institutions. Within HHS, The Health Resources and Services
Administration (HRSA) , as part of its effort to strengthen its
risk management program, has established a Medical Quality
Assurance Review Panel which is charged with reviewing all
administrative claims made against federally-employed health
providers and federally-operated facilities such as hospitals and
clinics under its aegis.

A-7 PEER REVIEW ORGANIZATION ACTIVITIES

Recommendation/Policy

The Federal Government, Peer Review Organizations (PROs)

,

and state licensing boards should work together to develop
systematic methods of exchanging information.

Discussion

Utilization and Quality Control Peer Review Organizations
assure, among other things, that medical services provided to
Medicare beneficiaries meet professionally recognized standards
of quality.

State licensing boards and PROs are both concerned with
quality of care, though their approaches differ. Evidence
indicates that information on quality is rarely shared between
these two entities. The June 1986 OIG report on medical
licensure and discipline asserts that state boards do not
typically inform PROs of their formal disciplinary actions, nor
do PROs typically seek state board quality information.
Likewise, PROs do not usually disclose quality information to
state boards without a formal request to do so.

Whatever the reason for the poor communication, sharing of
quality information must be encouraged since it can clearly
enhance the quality review and disciplinary efforts of both
entities while reducing duplicative efforts. For further
discussion, see Part III, Chapter One, Section III.
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State Activity

As noted above.

Federal Activity/Policy

PRO activities entail monitoring performance and educating
providers on a continuous basis. A pattern of "substantial
violations" or one instance of a "gross and flagrant violation"
warrants formal sanctions. PROs submit sanction recommendations
to the HHS OIG which can impose sanctions, ranging from monetary-
penalties to exclusion from the Medicare program for a period of
time. All sanctions taken by the OIG are automatically reported
to the state licensing boards, the state medicaid agency and the
Medicare carrier. The OIG also reports sanctions to the FSMB's
Disciplinary Data Bank.

A-8 LEGAL PROTECTION FOR PEER REVIEW ACTIVITY

Recommendation/Policy

None needed at this time.

Discussion

Physicians engage in a variety of peer review activities as
a matter of professional tradition. In addition, such activity
is required in hospitals as a condition of Medicare
participation, and is required by law in many states. There is
some concern among physicians about their own legal liability for
choices they make in peer review. They have been sued by the
physicians whom they have reviewed, on grounds ranging from
claims that disciplinary actions were taken without due process,
through defamation actions (libel and slander) , through
discrimination and civil rights actions, to charges under the
Federal antitrust laws. For further discussion, see Part III,
Chapter One, Section III.

State Activity

Most states provide legal protection for persons participat-
ing in peer review conducted by hospital committees, so that
reviewers operating in good faith are not liable for their
actions. In addition, many states provide legal protection
against discovery or evidentiary use of the proceedings of peer
review committees. States also typically provide protection for
persons participating in state licensure and disciplinary
activities, including persons making reports about physicians to
licensing boards.
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Federal Activity/Position

The Health Care Quality Improvement Act of 198 6 was in part
a response to the concerns of physicians and other health care
providers. The Act provides a degree of antitrust immunity
against liability under state and Federal law for professional
review actions taken against a physician on the basis of
competence or professional conduct by a hospital, HMO, or
professional society, when undertaken in good faith and in accord
with fairness standards. There are some exceptions, such as
actions under civil rights laws, certain state antitrust
legislation, and Federal antitrust laws under some circumstances.

A-9 PUBLIC EDUCATION

Recommendation/Policy

HHS will develop, under existing authority, education
programs for the general public designed among other things to
assist consumers of medical services to understand the
limitations as well as the benefits of modern medicine.

HHS will encourage states and professional groups in similar
efforts

.

Discussion

Among the forces contributing to change in the delivery of
health care services and in the traditional provider-patient
relationship is the growing complexity of medical care. The wide
diffusion of information about new technologies has encouraged
patients' expectations about the potential benefits of medical
treatment to rise to levels that may sometimes be unrealistic.
The electronic and print media contribute to unrealistic
expectations by emphasizing dramatic scientific breakthroughs,
often without discussion of the delay in bringing new
technologies to the bedside, or the inherent risks and adverse
effects involved in their use. In the event of an unfavorable
outcome, if expectations have been unrealistically high, a
patient may attempt to fix blame on the physician even though the
result may have been unavoidable under the medical circumstances.

Public and patient-specific education can take many forms
including public service announcements and other media campaigns,
the incorporation of these issues into health education
activities such as school programs and birth education classes,
community-oriented programs aimed at local interests, and special
projects directed to the problems of high risk specialties. The
process of employee health benefit plan selection also offers
potential for increasing consumer knowledge about health and the
health care system. Employee health benefit managers and
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counselors can use this opportunity to encourage the appropriate
use of medical care. For further discussion, see Part III,
Chapter One, Section IV.

State/Private Sector Activity

Professional societies, as well as medical malpractice
insurance carriers, are devoting resources to educating patients
about the realistic expectations of medical intervention.

Federal Activity/Position

The Federal Government has had a successful history of
development of national educational materials, prototype
programs, and technical assistance for a range of health
information issues, such as the National Second Surgical Opinion
Program which provides information to persons who are
anticipating elective surgery. There exists Federal authority
under title XVII of the Public Health Service Act to foster
activities that promote "education in the appropriate use of
health care."

A-10 PROFESSIONAL EDUCATION

Recommendation/Policy

HHS will undertake and support, under existing authority,
new initiatives in professional education related to medical
liability and malpractice.

HHS will encourage states, educational institutions, and
professional organizations in similar efforts.

Discussion

Just as health care consumers need to be educated with
regard to the complexities and limitations of medical care,
health care professionals need to be educated about malpractice
risk concerns and the changing health care environment. Such
education is aimed at increasing the awareness of health
professionals about liability risks within their particular
practice situation and how to reduce them in a responsible and
patient-sensitive manner.

In addition to the substantive skills that are necessary for
effective professional performance, educational efforts should
address the areas of risk management, communication techniques
and education about the legal system.

Health care providers need to better understand the legal
system and how it operates. Physicians and other health care
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providers can benefit from learning about the legal dispute
resolution process, its goals of deterrence and compensation, and
its operating principles. Typically, providers' contacts with
the legal system are as defendants in malpractice lawsuits.
These are inherently unpleasant and stressful situations,
conducted in a forum which operates under unfamiliar rules.
Greater familiarity with the legal system by physicians may make
the system less foreboding to them and encourage mutual respect
between professions. For further discussion, see Part III,
Chapter One, Section III.

State/Private Sector Activity

As part of its quality assurance initiative, the American
Medical Association (AMA) has sponsored and co-sponsored
conferences on quality assurance and risk management issues.
National and state medical professional societies have also been
active in this area.

Federal Activity/Position

The Federal Government participates in efforts aimed at
increasing health care professionals' knowledge of and attention
to issues associated with medical liability. One example of
these efforts is the Forum on Malpractice Issues in Childbirth,
jointly sponsored in July, 1985 by the International Childbirth
Education Association, the National Institute of Child Health and
Human Development, and the Health Resources and Services
Administration's Division of Maternal and Child Health.

Under title VII of the Public Health Service Act, HHS is
able to fund the development of curricula about medical liability
and malpractice for medical schools.

B. PROFESSIONAL LIABILITY

Introduction

As detailed in Part III of the Report, there are a number of
tort law changes which have been the subject of extensive
discussion in recent years. Much of this discussion has
addressed tort law change generally, or has focused on product
liability issues. The recommendations in this section of the
Agenda for Action are specifically addressed to tort law changes
as they affect medical liability and malpractice.

Several published studies, including those by Danzon and
Sloan, address the effect that tort law changes have had on the
number of malpractice claims filed (claim frequency) and amount
or size of awards (claim severity) . The Federal Government has
also addressed the general subject of improving the tort law
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system. The Tort Policy Working Group, an interagency group
consisting of representatives of ten agencies and the White
House, was established by the Attorney General to study the
problem of insurance availability and affordability . The Tort
Policy Working Group recommended eight major areas of tort law
changes intended to be incorporated into federal law where
appropriate, as in the Federal Tort Claims Act, and to be adopted
by states. Their recommendations can be found in two separate
documents. The first, issued in February 1986, is entitled The
Report of the Tort Policy Working Group on the Causes. Extent and
Policy Implications of the Current Crisis in Insurance
Availability and Affordability . The second was issued in March
1987 and is entitled An Update on the Liability Crisis .

B-l STATUTES OF LIMITATIONS

Recommendation/Policy

States should review and, where appropriate, revise their
statutes of limitations applicable to medical malpractice actions
for the purpose of shortening the time period in which
malpractice claims may be filed. Exceptions are warranted for
fraud, concealment and other egregious wrongs.

Discussion

A statute of limitations prescribes the time within which a
lawsuit must be initiated. The uncertain and potentially long
period within which a malpractice action can be brought has
caused insurers difficulties in making the actuarial estimates
upon which malpractice premiums are based. However,
modifications to statutes of limitations raise complex questions
of fairness when discovery of an injury occurs long after the
incident took place. For further discussion, see Part III,
Chapter Two, Section II.

State Activity

With the round of tort reform legislation beginning in the
mid-1970s, most states made some modifications to their statutes
of limitations, typically by shortening the time period from the
date of injury, limiting the time period for discovering
injuries, and altering the way injuries to minors are considered.

A sample of such modifications enacted in 1986 included:
requiring commencement of action within two years of incident or
discovery (West Virginia) ; requiring action within three years of
the incident for adults, changing the time period for minors and
setting exceptions to the time limitation for foreign objects
which remain in the patient after surgery (Massachusetts)

.
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Federal Activity/Position

None.

B-2 AD DAMNUM CLAUSE

Recommendation/Policy

States should consider elimination of the ad damnum clause.

Discussion

In a typical law suit, plaintiff, in the complaint—the
document that initiates the suit—claims a dollar amount of
damages. This is the ad damnum clause of the complaint. This
dollar amount is the figure noted by the media in reporting
medical malpractice claims.

Even though this practice is a matter of legal custom, it
has been criticized as encouraging prejudicial pretrial publicity
and harming the professional reputations of defendants. For
further discussion, see Part III, Chapter Two, Section II.

State Activity

At least 31 states have enacted legislation which prohibits
a plaintiff from including a dollar figure for damages sought in
a malpractice complaint.

Federal Activity/Policy

In the Federal courts, a complaint may include a dollar
amount of damages, but in diversity cases, all that is required
to establish jurisdiction is a statement that the amount in
controversy exceeds $10,000.

B-3 PRETRIAL SCREENING PANELS

Recommendation/Pol icy

States should consider instituting pretrial screening panels
in medical malpractice disputes. The decisions of such panels
should be admissible as evidence in court.

Discussion

Pretrial screening panels, or medical review panels, are
intended to encourage settlement of malpractice claims before the
costs of trial are incurred. In most states employing pretrial
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screening panels, the panels' decisions on the merits of the
claim can be introduced into evidence at trial

.

Proponents of pretrial screening hope that negative panel
decisions will reduce the number of claims pursued to trial.

Opponents of pretrial screening believe it adds an
additional and potentially costly step to the resolution of
malpractice claims, while giving little evidence to date of being
effective at reducing claim frequency. For further discussion,
see Part III, Chapter Two, Section II.

State Activity

About half the states have enacted legislation providing
pretrial screening panels, but a number of the acts have been
declared unconstitutional.

Federal Activity/Position

The Tort Policy Working Group did not take a position on
pretrial screening, although in its recommendations it advocated
experimentation with alternative dispute resolution mechanisms
such as mediation, which is a component of some pretrial
screening systems set up by the states.

B-4 ATTORNEYS' FEES

Recommendation/Pol icy

Attorney fee arrangements in malpractice cases are in the
first instance a matter of private contract between client and
attorney. The agreed arrangements should be in writing. States
should consider appropriate legislation to set limits on
attorneys' fees in malpractice claims. The Tort Policy Working
Group recommended the following sliding-scale for plaintiffs'
attorneys: 25 percent for the first $100,000; 2 0 percent for the
next $100,000, 15 percent of the next $100,000, and 10 percent
for any amount over $3 00,000.

Discussion

The costs of resolving malpractice claims through litigation
are high. Estimates of the percentage of the premium dollar that
claimants receive vary from a low of 18 percent to a high of 54
percent. Excessive attorneys' fees are frequently cited as a
cause of the professional liability system's high transaction
costs.

In malpractice cases, it is usual for plaintiff's counsel to
be paid on a contingent fee basis, receiving a percentage of the
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award or settlement made to the plaintiff or receiving no fee if
the plaintiff loses. This may be a flat percentage, typically
between 2 5 and 50 percent of the recovery, or as many states have
legislated, may be based on a sliding scale with the percentage
decreasing as the size of the recovery increases.

Proponents of regulating plaintiffs' attorneys' fees argue
that fee schedules would reduce the incidence of non-meritorious
claims, will lead to a more equitable allocation of award between
plaintiffs and their attorneys, will promote the earlier
settlement of claims and will still provide adequate compensation
for attorneys.

Opponents of regulating plaintiffs' attorneys' fees argue
that the present system of contingent fee arrangements helps
guarantee that those with valid claims have access to courts even
though they might not be able otherwise to pay for a lawyer's
services. Furthermore, it is noted that the economics of law
practice under the contingent fee system tends to screen out non-
meritorious and other claims for which the lawyer will have
little or no compensation.

Defendants' attorneys' fees constitute a substantial part of
the transaction costs in medical malpractice litigation.
Nevertheless, defendants' attorneys' fees are not usually the
subject of discussions concerning the regulation and reduction of
attorneys' fees. In part this may reflect a belief that
insurance companies, which pay the bulk of defendants' attorneys'
fees, are able to control the costs of these services through
competitive market pricing. For further discussion, see Part
III, Chapter Two, Section II.

State Activity

Many states have sought to regulate the size of the fee that
may be collected by attorneys representing plaintiffs. Six
states adopted measures to limit attorneys' fees in 1986. In
Maine, for example, attorney fees were limited to 33 percent of
the first $100,000 of recovery; 25 percent of the next $100,000;
and 2 0 percent of any amount over $2 00,000. Massachusetts law
provides that attorney fees cannot exceed 4 0 percent of the first
$150,000, decreasing in stages to 25 percent for awards over
$500,000. New Hampshire, whose earlier statute had been found
unconstitutional, set no limit on attorneys' fees, but required
court approval of attorneys' fees in settlements or judgments
over $200,000.
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Federal Activity/Position

The Tort Policy Working Group has recommended that
contingent fees be scheduled in this manner: 25 percent for the
first $100,000; 20 percent for the next $100,000, 15 percent for
the next $100,000 and 10 percent for any amount over $3 00,000.

The Federal Tort Claims Act governs malpractice actions
brought as the result of care received from federally-employed
health care providers working in their official capacity. The
Act sets a 25 percent limit on attorneys' fees for lawsuits filed
under the Act and a 20 percent limit on attorneys' fees for
settlements obtained under the Act's administrative claims
process

.

B-5 JOINT AND SEVERAL LIABILITY

Recommendation/Policy

States should eliminate joint and several liability, except
in the limited circumstances where the plaintiff can demonstrate
that the defendants have actually acted in concert to cause a
plaintiff's injury.

Discussion

Courts allow a single suit to be brought against any or all
of the several defendants with any liability for the injury. As
a matter of law, each defendant is typically responsible for
paying up to the full cost of the plaintiff's award. However,
the paying defendant frequently has a right to recover from co-
defendants under contribution and indemnification rules. The
effect when one or more defendants are without resources may be
to require a defendant with a limited role in causing an injury,
but with a "deep pocket," to bear a disproportionate share of
compensating the plaintiff. For further discussion, see Part
III, Chapter Two, Section II.

State Activity

Several states have modified their laws on joint and several
liability to eliminate or greatly alter a defendant's liability.

Federal Activity/Position

The Tort Policy Working Group recommends elimination of
joint and several liability, except in the limited circumstances
where the plaintiff can demonstrate that the defendants have
actually acted in concert to cause plaintiff's injury.
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B-6 EXPERT WITNESS QUALIFICATIONS

Recommendation/Policy

States should ensure that those who offer medical evidence
and expert testimony in medical malpractice cases are qualified
to do so.

Discussion

Medical malpractice cases involve retrospective examination
of medical decision making. Verdicts hinge on testimony from
physicians who act as expert witnesses. Traditionally their
qualifications have been subject to in-court review. There is,
however, an often stated belief that this review process has not
been sufficiently rigorous, with the result that jury decisions
are not always based on sound scientific data and a proper
understanding of good medical practice. For further discussion,
see Part III, Chapter Two, Section II.

State Activity

Recently, states have passed legislation regulating the
qualification of expert witnesses in medical malpractice actions.
Physician experts must qualify based on the similarity between
their medical specialty and that of the defendant physician, the
amount of their time spent in active medical practice as opposed
to time spent serving as an expert witness, and their familiarity
with the specific medical question at issue.

Federal Activity/Position

The Tort Policy Working Group recommends that courts base
causation findings on credible scientific and medical evidence
and opinions.

B-7 MALPRACTICE AWARD LIMITS

Recommendation/Policy

States should place fair and reasonable limits on the
damage awards allowable for non-economic losses.

Discussion

Malpractice awards are generally composed of two parts:
economic damages, such as the costs of medical care, lost wages
and other out-of-pocket expenses directly attributable to the
injury; and non-economic damages, including those for pain and
suffering, mental anguish, loss of consortium and other such
losses. Jury determination of the non-economic portion of the
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award can be highly subjective. The variability in assessing
non-economic losses contributes to the difficulty in making
actuarial estimates upon which to base insurance premiums.
For further discussion, see Part III, Chapter Two, Section II.

State Activity

State legislatures have responded by limiting malpractice
awards in two principal ways: by placing a limit on total
recovery, economic as well as non-economic losses; or more
typically, by limiting non-economic damages to a prescribed
amount

.

Federal Activity/Position

In its 1986 Report, the Tort Policy Working Group
recommended that non-economic damages be limited to "a fair and
reasonable amount" and proposed $100,000 as such an amount. The
Report recommended that punitive damage awards should be
considered with other non-economic damages and should be subject
to the limit. In the 1987 Update on the Liability Crisis , the
Tort Policy Working Group raised its recommended limit on non-
economic damages to $2 00,000, to be consistent with state actions
taken in 1986.

B-8 COLLATERAL SOURCE RULE

Recommendation/Policy

States should require that collateral sources of
compensation related to the same injury, not purchased or
otherwise provided by the plaintiff, be taken into account in
determining a malpractice damage award, unless the award is
subject to a claim of subrogation, reimbursement or lien.

Discussion

The collateral source rule bars from consideration by the
jury, when it formulates the damage award to be paid by the
defendant, evidence of other sources of compensation based on the
same injury. For example, if plaintiff had a disability
insurance policy covering a loss caused by the defendant, the
jury could not consider that additional income source. The rule
originates from an era when plaintiffs typically purchased these
collateral sources of compensation themselves. Today, however,
many of these collateral sources, such as workers' compensation
and disability and health care benefits, are paid for in whole or
in part by employers or the government. Thus, the current
collateral source rule in certain circumstances permits what many
consider an unwarranted double recovery for the same injury.
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Opponents of modifying the collateral source rule argue that
plaintiffs should be allowed to receive the tort award as well as
payment from any collateral sources. They argue, for example,
that there is no difference between self-purchased disability
insurance and employer-provided health insurance (which
represents an in-kind payment for work performed) , and that both
are compensation sources to which the plaintiff is entitled.
Further, they note that there is no sound basis for giving the
defendant the windfall rather than the plaintiff.

The matter is different, however, if a third party, such as
the government provider of benefits, recoups its share of the
costs. In that case, there is no windfall and the defendant
should be held to the full cost of the damages. For further
discussion, see Part III, Chapter Two, Section II.

State Activity

The traditional rule has been modified by a number of states
to allow the jury to consider compensation sources collateral to
the tort award; other states have mandatory offset of the
malpractice award by collateral sources.

Federal Activity/Position

The Tort Policy Working Group recommended that collateral
benefits provided by government agencies or employers be taken
into account in determining damages. Their report also suggested
that these private sources be offset from the award as long as a
third party is not subrogated to that portion of the plaintiff's
claim. In its March 1987 follow-up publication, An Update on the
Liability Crisis , the Working Group clarified this position in
two ways. It stated that collateral sources purchased wholly by
plaintiffs or their family should not be included in the offset.
It further stated that offset should not apply when the
collateral source benefit is the subject of a reasonably found
claim of subrogation, reimbursement or lien.

B-9 PUNITIVE DAMAGES

Recommendation/Policy

States should limit the amount of punitive damages that can
be awarded in medical malpractice cases. One mechanism for doing
this is to include punitive damages within limitations set on all
non-economic damages.

Discussion

Traditionally, punitive damages have been awarded to the
plaintiff in cases of intentional harm where the injurious
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behavior falls well outside accepted bounds, and where typically
no suitable criminal remedy exists. Some recent cases have
broadened the circumstances under which punitive damages are
awarded

.

Opponents of the use of punitive damages in medical
malpractice cases contend that there have been abuses in their
application. Moreover, they believe that the appropriate arenas
for resolving questions of gross professional misconduct are the
state licensing boards or the criminal justice system. For
further discussion, see Part III, Chapter Two, Section II (within
the discussion on Malpractice Award Limits)

.

State Activity

Several states have addressed the issue of punitive damages
by banning their use or setting limits on their award.

Federal Activity/Position

The Tort Policy Working Group concluded that punitive
damages should be included within the $200,000 limit it proposed
for non-economic damages. It recommends that an award of
punitive damages, "be predicated on a demonstration of actual
malice.

"

B-10 STRUCTURED PAYMENTS

Recommendation/Policy

States should provide that at either the plaintiff's or
defendant's request, future economic damages awarded in
malpractice cases be paid periodically. Such structured payments
should be limited to judgments for total future economic damages
that exceed a predetermined figure, such as $100,000.

Discussion

Traditionally, settlements in malpractice cases have been
awarded in a lump sum. The use of periodic payments for future
economic damages can produce savings for defendants or their
insurers, while allowing payment of the plaintiff's expenses as
they accrue. However, any cost savings from their use would
disappear if they are open-ended; a structured payment schedule
should be modified only if both parties agree. In the case of
possible insolvency, the court can require that the defendant
purchase an annuity. For further discussion, see Part III,
Chapter Two, Section II.
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State Activity

Many states have passed statutes which permit or require
malpractice awards for future economic damages to be paid on a
periodic basis.

Federal Activity/Position

The Tort Policy Working Group recommends that future
economic damages be paid periodically. Because the benefits from
such payment affect mainly large awards, the Working Group
recommends structured payment only when total future economic
damages are greater than $100,000.

B-ll COMPENSATION GUIDELINES

Recommendation/Pol icy

No action.

Discussion

A frequent criticism of tort litigation as a compensation
system is that it does not compensate equitably. Similar
persons, suffering from similar negligent medical injuries, may
receive widely divergent awards. Substantial variation in
judgment and award can exist not only across state lines, but
even within one jurisdiction. These variations encourage the
popular metaphor of malpractice litigation as a lottery and
undermine confidence in the legal system's ability to resolve
disputes fairly.

There are many ways compensation guidelines could be
structured, but their common purpose would be to help assure that
similar injuries would lead to similar compensation. They could
be implemented by statute or by judicial decision. Their
application in any particular case could be mandatory or
discretionary. However, compensation guidelines should be
applied to both the economic and non-economic portions of the
malpractice award in order to achieve maximum equity.

The major problem in the development of compensation
guidelines is determining the schedule by which injuries would be
compensated. Agreement on a well-defined schedule of injuries
and appropriate levels of compensation would be difficult.
For further discussion, see Part IV, Section III.

State Activity

No state has adopted a formal system of compensation
guidelines for malpractice litigation. Many states require the
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itemization of damages in malpractice awards and their breakdown
into economic and non-economic damages.

Federal Activity/Position

None.

C. ALTERNATIVES TO TORT LITIGATION

Introduction

Dissatisfaction with the present negligence-based tort
system is widespread. Some commentators suggest specific
improvements that could be made in the tort system as discussed
in Section B of the Agenda for Action. Others believe that the
tort system is unable to achieve its goals of compensation and
deterrence and that the problems with the system cannot be
resolved by piecemeal reforms. They suggest that compensation
for adverse medical results be determined other than through tort
litigation.

Generally, four alternatives to tort litigation have been
proposed: compensation for all adverse results arising out of
medical intervention, or a specified subset, without regard to
provider fault; incentives for providers to pay compensation
voluntarily to injured patients at their option; arbitration and
other alternative dispute resolution techniques; and private
contract allowing providers and patients to agree on whatever
particular assignment of liability they prefer.

C-l PURE NO-FAULT

Recommendation/Pol icy

No action.

Discussion

A pure no-fault system would compensate patients for adverse
outcomes resulting from medical intervention without regard to
provider fault. The criterion for compensation would be medical
causation rather than negligence. Included would be any outcome
arising out of medical care regardless of whether it was caused
by physician negligence or whether it was an unavoidable risk of
normal care. Adverse medical outcomes resulting solely from the
prior condition of the patient would be identified and excluded
from eligibility for compensation.

Proponents of pure no-fault claim that elimination of the
tort negligence criterion and creation of an administrative
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compensation system would reduce transaction costs and permit
swifter compensation.

Opponents charge that administrative costs would not be
reduced because the issue of medical causation would still have
to be determined. More importantly, program costs of a pure no-
fault system might be much greater than the current system.
Moreover, any deterrent effect of the current tort system would
be lost, unless the no-fault insurance premium was experience-
rated. For further discussion, see Part III, Chapter Two,
Section III.

State Activity

Currently, no state has in place a pure no-fault system
covering adverse outcomes arising out of medical intervention.

Federal Activity/Position

Active duty military personnel receive complete medical care
as a benefit of service. In the event of a medical injury,
whether avoidable or unavoidable, this health care continues and
is supplemented if necessary by a disability benefit; the
compensation for injury is made without a determination of fault.
Exclusive of this example, there have been no proposals for pure
no-fault compensation for adverse medical outcomes introduced as
Federal legislation.

C-2 DESIGNATED COMPENSABLE EVENTS

Recommendation/Policv

No action.

Discussion

Under this approach, certain types of adverse medical
outcomes would be compensable without proof of provider
negligence. These selected injuries, or "designated compensable
events" (DCEs) , typically are those most strongly associated with
provider negligence. Those outcomes not on the list of DCEs
would continue to be compensable under the tort system.
Compensation would be determined by schedule. Advantages of a
DCE system are similar to a pure no-fault system.

Opponents suggest that cost savings from a DCE system would
be minimal. First, a DCE system typically removes from tort
litigation only those injuries which are the least likely to
result in large litigation costs. Second, the number of well-
defined adverse medical outcomes which experts might agree were
caused by negligence would only be a fraction of current claims.
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Third, parties might litigate over whether a particular injury-

belongs in the DCE or the tort system. For further discussion,
see Part III, Chapter Two, Section III.

State Activity

In its 1987 session, the Virginia State Legislature approved
a plan which would establish a special fund designed to
compensate children who had sustained profound birth-associated
neurological problems. The plan represents a DCE-type system,
except that it compensates for events that do not occur solely as
a result of provider negligence.

Federal Activity/Position

None.

C-3 ECONOMIC DAMAGE GUARANTEE

Recommendation/Policy

States should explore, through research and demonstration
projects, the economic damage guarantee approach to medical
malpractice.

HHS will encourage such efforts and assist in evaluation and
dissemination of results.

Discussion

Economic damage guarantee is a system designed to create an
incentive for physicians to pay compensation voluntarily to
injured patients before tort litigation commences.

Under this proposal, a health care provider facing a medical
malpractice claim would have the option of offering to pay,
within a specified period of time, an injured person's net
economic loss, less compensation payable from collateral sources,
and reasonable attorneys' fees.

This proposal, as its proponents point out, is not a no-
fault proposal. Providers are not required to make offers for
all adverse medical outcomes, as in a no-fault system, or for any
defined list of such outcomes, as contemplated under a DCE
system. The proposal contemplates that providers will make
offers (1) when they recognize that they are at fault, or (2)
when they believe the patient has a claim of fault sufficiently
likely to be accepted by a jury. Providers and their insurance
companies will make such determinations in the shadow of a fault-
based tort system.
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Opponents of the economic damage guarantee plan suggest that
providers will be reluctant to put forward such offers unless the
patient's right to a tort trial is legally foreclosed once the
offer is made, which they find unacceptable. An alternative
might be to require that both the patient's claim of injury and
the provider's offer to pay economic damages be made to a third
party. Patient and provider would have no knowledge of each
other's action. The independent, third party would notify
patient and provider if a match between claim and offer occurred;
only then would the patient's right to sue be terminated. For
further discussion, see Part III, Chapter Two, Section III.

State Activity

None.

Federal Activity

In 1985, the 99th Congress considered but did not enact H.R.
3084, the Alternative Medical Liability Act (the Moore-Gephardt
bill) which contained an economic damage guarantee approach in
the form of a model for state legislation.

C-4 ARBITRATION AND OTHER ALTERNATIVE DISPUTE RESOLUTION
MECHANISMS

Recommendation/Policy

States should authorize and encourage voluntary, binding
arbitration of medical malpractice claims. If necessary, states
should adopt appropriate legislative or constitutional changes to
authorize arbitration for medical malpractice claims.

Federal and state governments should explore, through
research and demonstration programs, alternative dispute
resolution mechanisms for resolving medical malpractice claims.
HHS will encourage such efforts, and will assist in evaluation
and dissemination of results.

Health care providers, intermediaries, and professional
organizations should actively assist in and support the
development of arbitration and other alternative dispute
mechanisms for resolving medical malpractice claims.

Discussion

Arbitration is a process of dispute resolution, pursuant to
law, whereby parties agree to submit specified present or future
controversies to a neutral third party for final determination.
Arbitration compared to litigation may have advantages for all
parties. Litigation imposes large costs on parties to a medical
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malpractice claim/ but arbitration with its use of informal
procedures and limited appeal rights, resolves claims more
quickly and less expensively. Arbitration thus provides a route
to obtain compensation for injuries which cannot be pursued
economically through the tort system. In addition to the savings
in transaction costs, arbitration is private and thus may reduce
losses to professional reputation through adverse publicity.
Also, because arbitrators are chosen by the parties, they may
possess greater technical expertise than judges or jurors. For
further discussion, see Part III, Chapter Two, Section III.

State/Private Sector Activity

Over two-thirds of states have statutes authorizing
arbitration agreements. Eighteen states have specific statutes
covering arbitration of medical malpractice claims.

Federal Activity/Position

Arbitration is currently used in programs not involving
medical malpractice administered by the Departments of Labor and
Agriculture and the Office of Personnel Management.

The Tort Policy Working Group supports alternative dispute
resolution and believes that states represent excellent
laboratories in which to develop and explore the various
alternative dispute resolution proposals. Where necessary, the
Tort Policy Working Group recommends that states should be
encouraged to consider constitutional changes to permit the use
of alternative dispute resolution.

C-5 CONTRACT

Recommendation/Pol icy

States should explore, through research and demonstration
programs, the feasibility of allowing patients and providers to
contract for procedural changes in tort law in health care
programs subject to their laws. States should remove any legal
obstacles to the development of tort law changes by means of
contract.

HMOs and other health care organizations should explore
utilization of contractual tort changes in their health care
programs

.

HHS will encourage such efforts, and will assist in
evaluation and dissemination of results.
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Discussion

The contract approach to tort law change involves the use of
private agreements between health care providers and consumers.
Privatizing the responsibilities of health care providers and the
legal rights of patients with regard to adverse medical results
is economically efficient and consistent with recent changes in
the health care industry.

Consumers might choose to include any of a number of
procedural changes in tort law within a health care contract.
These might include: (1) waiver of the right to a jury trial by
agreeing to binding arbitration; (2) limiting malpractice
recovery rights such as non-economic damages or collateral
sources; (3) agreeing in advance to the terms of a settlement
offer in event of injury, such as under the economic damage
guarantee proposal; or (4) combinations of the above.

The feasibility of the contract approach to malpractice
liability becomes stronger as the fee-for-service system is
replaced by an incentive-based system, e.g., prepaid health
packages. Stipulating health care liability coverage as part of
a health insurance package would permit the patient to receive
the full savings from lower liability coverage in the form of a
lower health insurance premium.

Opponents of the contract method charge that it has no place
in the world of health care relationships. They suggest that the
contract approach requires that both parties be fully informed
and the provider-patient relationship often does not meet this
requirement. For further discussion, see Part III, Chapter Two,
Section III.

State/Private Sector Activity

There has been some experience with the use of private
contracts. For example, some HMOs require in their membership
contracts that malpractice claims be resolved by binding
arbitration.

Federal Activity/Position

None.

D. INSURANCE

Introduction

Traditionally, the property-casualty insurance industry has
been free of direct Federal intervention; what governmental
regulation there has been exists at the state level . No study of
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medical liability and malpractice could be complete, however,
Without attention to the insurance system. While direct Federal
intervention into the medical malpractice insurance industry will
probably remain limited, this section considers several issues
related to liability insurance for medical malpractice.

D-l. INSURANCE UNDERWRITING PRACTICES

Recommendation/Pol icy

Insurers should consider examination of current underwriting
practices. HHS will assist in evaluation and dissemination of
results

.

Discussion

Historically, medical malpractice has been class rated on
two dimensions, practice specialty and geography. The three
large multi-line commercial insurers who write medical
malpractice policies report that they do not experience rate
physicians. There are several possible reasons for not doing so.
Insurers see experience rating as punishment of physicians for
possibly negligent conduct, action best carried out by entities
other than insurance companies. Because of delays in bringing
and resolving malpractice claims, surcharges would lack any
significant deterrent effect. Use of experience rating may
encourage practitioners to withhold consent to the settlement of
cases that probably should be settled. It may also discourage
prompt reporting of claims to insurers, because of the fear of
triggering higher premiums.

In contrast to the multi-line commercial insurers, some
physician-owned insurance companies do use experience rating,
following peer group review. For further discussion, see Part
III, Chapter III, Section I and Part IV, Section IV.

State/Private Sector Activity

An example of state-required experience rating is found in
Massachusetts, where most physicians are insured by a state-
created joint underwriting association. Legislation enacted in
1986 requires establishment of a system of surcharges and
credits, based on malpractice claims experience by specialty, to
apply to all physicians insured by the association.

Federal Activity/Position

HHS is examining the practices of selected medical
malpractice underwriters through a contract with the RAND
Corporation. This project will report on approaches to
predicting and deterring physician negligence and negligence-
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prone behavior, based on analysis of claims data and an
examination of insurers' practices for detecting and penalizing
"high risk" physicians. The study is scheduled for completion in
September 1988.

D-2 COMPENSATION FUNDS

Recommendation/Policy

States may want to consider utilization of a compensation
fund as an alternative mechanism for medical liability insurance
funding.

Discussion

Some states limit the liability exposure of health care
providers by establishing compensation funds. The compensation
fund assumes liability for a malpractice judgment which exceeds a
threshold amount. Health care providers typically carry private
insurance to cover their potential liability up to that .amount.
Compensation funds are often used in conjunction with a limit on
recovery. Compensation funds are financed through special fees
or taxes paid by providers and are operated by the state.

By limiting provider liability, compensation funds may help
assure the availability of insurance, but they must be designed
carefully, if they are to be fiscally sound. Some state funds
have experienced severe solvency problems. For further
discussion, see Part III, Chapter Two, Section II and Chapter
Three, Section I and Part IV, Section II.

State/Private Sector Activity

Indiana enacted a compensation fund in 1975 which is still
in operation today. It is financed through surcharges on
physician malpractice insurance premiums. From the initiation of
the fund, the size of the surcharge has increased steadily.

Florida's compensation fund, which appeared promising when
enacted in the mid-70s, was bankrupt by 1983.

Federal Activity/Position

None.
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D-3 ADJUSTMENTS FOR MALPRACTICE INSURANCE PREMIUMS

Recommendation/Pol icy

HHS will monitor activities by public and private
organizations which involve assistance in providing total or
partial insurance coverage for specific necessary medical
services

.

HHS will assist in the evaluation and dissemination of the
results of these efforts, with particular reference to the
effects on access to health care.

Discussion

Because there is variation in malpractice premiums both
among the states and among medical specialties, the impact of
increasing cost of malpractice insurance is not evenly
distributed. Costs are especially high in New York and Florida
and for obstetrician/gynecologists, neurosurgeons and orthopedic
surgeons. There are reports that some physicians, particularly
those who provide obstetrical services, are modifying their
practices in a variety of ways in response to increased costs.

Although there is no systematically collected national data
to support how these actions are affecting patient access to
care, reports of problems are frequent and appear to be most
common in midwestern and southern states and in rural areas, and
often involve low income patients.

One approach to solving this problem would be to subsidize
in some manner the insurance costs of certain health care
providers in instances where it is needed to maintain access to
necessary medical services. There are several ways this could be
accomplished. Public funds could be used to offset some portion
of the insurance costs of certain health care providers who are
working in areas which have experienced problems in providing
necessary levels of health care. Alternatively, hospitals, in
order to continue to offer a particular medical specialty, may
choose to finance some portion of a particular physician's
insurance costs. For further discussion, see Part III, Chapter
Three, Section IV, and Part IV, Section IV.

State/Private Sector Activity

In 1986, the State of Hawaii appropriated $100,000 for
subsidy payments covering liability insurance premiums of certain
obstetricians and gynecologists.

In Maryland, Anne Arundel County and the County General
Hospital have agreed to guarantee salaries and provide a
contribution toward malpractice insurance premiums for four
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obstetricians. The physicians will be allowed to practice
privately but will be required to provide services one day a week
to low income patients. The funding source for salaries and
insurance premiums will be county taxes and the County General
Hospital

.

Federal Activity/Position

In 198 6, the Public Health Service's Office of Health
Planning and Evaluation sponsored a study by Macro Systems, Inc.
on the degree to which patient access to health care has been
affected by the current medical malpractice situation. This
study identified reports of actual or potential access problems
involving 2 6 states.

One example reported in this study involves National Health
Service Corps obstetricians assigned to community and migrant
health centers in Florida where premium increases have been
especially great. Authority has been granted to place these
obstetricians on the Federal payroll. By doing this, the
obstetricians' liability for malpractice claims arising from
their employment is covered under the Federal Tort Claims Act,
and they thereby avoid the expense of purchasing malpractice
insurance.

D-4 PATIENT INDEMNITY INSURANCE

Recommendation/Policy

Insurers and health care consumer organizations should
investigate the feasibility of patient indemnity insurance.

Discussion

As currently structured, medical malpractice insurance is
third-party insurance purchased by the health care provider or
hospital. It is possible, however, that if given the option,
health care consumers might elect to insure themselves against
adverse medical outcomes, much as many travelers now choose to
purchase flight insurance.

First party insurance of this sort could cover all adverse
medical outcomes resulting from medical intervention or specified
subsets of these outcomes. Patients could select the breadth and
amount of coverage they wished.

Advantages of this form of insurance are that patients could
protect themselves against outcomes which are not the result of
negligence or in which negligence may be difficult to prove.
Patients would not have to absorb the costs of establishing
negligence. Patients would be able to recover expenses promptly.
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However, the costs of such insurance could be high, depending on
which outcomes would be covered. In addition, its attractiveness
to consumers is untested. For further discussion, see Part IV,
Section IV.

State/Private Sector Activity

First party insurance is available to consumers against many
types of maloccurrence, but is not currently available in any
form for adverse medical outcomes.

Federal Activity/Position

None.
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PART III

CHAPTER ONE

HEALTH CARE

I. Introduction

The issue of medical malpractice is a recurring one for
everyone: patients, physicians and other health care providers,
the insurance and liability systems, and for society generally.
In order to understand the issue of medical malpractice, and to
manage the problem, we must understand the professional and
governmental activities that influence how medical care is
delivered, how its quality is maintained, and how the medical
care system works to prevent adverse medical outcomes that give
rise to malpractice litigation. Thus, this chapter describes how
physicians are educated, licensed, evaluated, and disciplined.
It also describes other mechanisms and approaches designed to
prevent patient harm. And it explores the relationship of these
processes to the prevention of adverse medical outcomes and to
the professional liability system.

A. Terminology of Medical Injury

It is important at the outset to define and understand the
terms commonly used to describe the results of physician-patient
encounters—the "outcomes" of medical intervention—and to
distinguish them conceptually from similar terms used in the
current professional liability system. This introduction,
therefore, will introduce these key terms in the context of an
broader explanation of the issues.

When patients receive medical care, the results are not
always favorable. Some patients do not improve, some experience
transient ill-effects, others are permanently harmed, and some
die. These undesirable results, or adverse medical outcomes , may
be divided into two categories:

o There are instances of avoidable adverse outcomes in
which a health care provider fails to adhere to the
current standards of medical care and the patient is
harmed as a result. Some of these instances result
from an act of commission or omission by an individual
health care provider. Others result from a failure of
some aspect of the health care system, not related to
the performance of any one health care provider.

o There are instances of unavoidable adverse outcomes in
which a health care provider treats the patient in
accord with the current standards of medical care, but
the natural course of the patient's prior condition
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given the current limits of medical knowledge, or side-
effects of a proper treatment, result in an adverse
outcome

.

In either case, the patient who is harmed may choose to make
a malpractice claim against the health care provider. Only then
can a determination of malpractice be made through the
professional liability system.

o Malpractice refers to a judicial determination that
there has been a negligent (or, rarely, willful)
failure to adhere to the current standards of medical
care, resulting in injury to the patient.

In its technical meaning, and as used here, the term
malpractice is a narrow one, describing a judicial
determination of a patient's claim concerning the
outcome of a medical intervention, although it is
commonly used more generally to refer to any health
care provider behavior that fails to meet current
medical standards of care, whether a legal
determination has been made or not.

o Malpractice claims can be resolved prior to a judicial
determination, by agreement of the parties. These
settlements between patient claimants and health care
providers are influenced by the parties' assessment of
what a potential judicial determination would be. But
factors other than the potential judicial determination— such as the cost of protracted litigation compared
to early settlement — also influence such settlements,
in which the interests of the insurer play a
significant role. As a result settlements cannot be
equated directly with a determination of malpractice.

B. The Incidence of Adverse Outcomes, Avoidable and
Unavoidable

An understanding and analysis of the issue of medical
liability and malpractice necessarily depends on knowing how many
avoidable adverse outcomes there are. It is difficult to
determine this accurately, and the attempts to measure the actual
frequency of such events have serious limitations that must be
taken into account in drawing wider conclusions. The few studies
in this area, however, tend to suggest that relatively few of the
avoidable adverse outcomes give rise to malpractice claims.

The most useful study is somewhat dated, but instructive.
The California Medical Association and California Hospital
Association sponsored a study on adverse outcomes, reported in
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1977

,

1 and almost all subsequent reports dealing with rates of
adverse outcomes and associated statistics are premised on or
compared with this study.

The study examined nearly 21,000 patient records in 23
California hospitals in 1974, to determine the number of adverse
medical outcomes, regardless of whether patients brought claims.
A team of medical-legal experts examined the records to identify
bad patient outcomes, and made a judgment as to whether
negligence was involved. The study found adverse outcomes in 4.5
percent of all hospital discharges; in 17 percent of these, they
concluded that there was probably negligence (that is, a failure
to follow standards of medical care, rather than simply an
unavoidable poor outcome)

.

Earlier work commissioned by the HEW Secretary's Commission
on Medical Malpractice and reported in its 1973 Report .

2 provides
some additional data on the frequency of avoidable adverse
outcomes. A review of about 800 randomly-selected records in two
hospitals by medical-legal experts identified 62 records which
reflected an injury to the patient while in the hospital; 18 of
these were judged to be the result of negligence. The study
extrapolated to the estimated 23,750 patients discharged in a one
year period, and estimated that 1,780 patient injuries occurred,
of which 517 were due to negligence. On the basis of the
hospitals' previous claim experience, it was expected that there
would be 31 claims filed on behalf of patients discharged in the
year studied. There are serious limitations in this study, but
its findings are indicative of the proportions of adverse
outcome, avoidable adverse outcomes, and claims brought.

Also elusive is the identification of the characteristics of
the physicians responsible for the malpractice claims, judgments
and settlements. It is often said that a small percentage of
physicians account for most of the paid claims, and that the
problem of harm to patients could be solved by identifying these

^-Medical Insurance Feasibility Study (Mills ed. 1977) and
Mills, Insurance Feasibility Study—A Technical Summary , 128
Western Journal of Medicine 3 60 (1978) . A new study using the
Mills methodology to examine the records of 30,000 patients
treated in New York acute care hospitals in 1984 is now being
undertaken by the Harvard Medical Practice Study Group in
conjunction with the New York State Commissioner of Health.

2U.S. Department of Health, Education, and Welfare, Medical
Malpractice. Report of the Secretary's Commission on Medical
Malpractice (1973) and Pocincki, Dogger, and Schwartz, The
Incidence of Iatrogenic Injuries , in Medical Malpractice, Report
of the Secretary's Commission on Medical Malpractice; Appendix
62 (1973).
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few physicians and rehabilitating them or eliminating them from
practice. It is not clear that this is the case, although there
are few data on which to base a comprehensive judgment. A study
by the Pennsylvania Medical Society found that while one percent
of physicians were indeed responsible for 2 5 percent of paid
claims, as many as 20 percent of physicians had three or more
paid claims over a ten-year period.-^ The recent General
Accounting Office study of closed insurance claims showed that
about 42 percent of physicians with claims in the year studied
(1984) had previous claims made against them. 4 But any such
percentage also reflects the fact that certain specialties are
subject to a disproportionate number of claims.

Nor do other possible characteristics or predictive factors
offer very much help in identifying the physicians involved
either. For example, the GAO study showed that foreign-trained
physicians showed up as the targets of malpractice claims in the
same proportion as their number in the physician population,
although in this regard the study does not distinguish claims
closed with payment from claims closed without payment. 5

C. Education, Licensure and Discipline

Physician proficiency, the maintenance of high quality care,
and the prevention of medical injuries, are the goals of several
educational, governmental, and professional processes.

Physicians in this country are initially educated through a
system that includes both formal classroom (didactic) and
hospital-based (clinical) elements. They are then licensed by
state governments, which can revoke or limit the licenses. Their
ongoing performance is monitored through professionally-
supervised review of their practice and through governmental
processes which rely on that professional review. Their work in
hospitals undergoes professional peer review and is subject to
scrutiny by other institutional committees (e.g., infection
control, medical records) which may affect their behavior.
Individual instances of substandard performance may result in
changes in their practice privileges and eventually licensure,
and may require financial compensation to the injured patients
through the professional liability system. Each of these

JMedical Malpractice in Pennsylvania (1985)

.

4U.S. General Accounting Office, Medical Malpractice,
Characteristics of Claims Closed in 1984 at 56 (April 1987) . The
study covered all closed claims, not just those on which a
payment was made. A payment was made in about 43 percent of the
cases

.

5 Id. , at 57.
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activities is directed to the performance and qualifications of
physicians, but they are distinct from one another and play
different roles in the management of the practice of medicine.

Education, licensure, specialty certification, and hospital
privileging are elements of the physician credentialing process,
which is intended to assure physician competence. This system:

Accredits programs through which physicians are educated;

Evaluates physicians' competence to receive licenses, and
determines when those licenses should be revoked or
modified;

Determines physicians' qualifications for, and confers
specialty certification; and

Specifies physicians' hospital privileges.

As a basic control on who practices medicine, physician
credentialing plays a significant role in preventing substandard
care and avoidable injury to patients: it aims to assure the
competence of physicians to practice medicine, and to remove
those who are incompetent.

Evaluation of the quality of care provided to individual
patients is the quality assurance process. It contributes to the
prevention of avoidable adverse outcomes by identifying
substandard practices and imposing corrective measures, such as
additional education, restrictions on practice, and loss of
formal credentials. It is an element of a broader process of
risk management more generally concerned with reducing risks in
the health care system.

The goals of the professional liability system are two-fold:
to compensate financially those who suffer harm through avoidable
adverse outcomes, and to serve as a deterrent to such outcomes.
It is related to the other systems discussed above; however, the
purposes and processes of these various systems differ with
respect to the agencies which conduct them, types of behavior
reviewed, standards, and actions taken.

II. Physician Credentialing

Physician credentialing consists of several processes,
including physician licensure and discipline, hospital
privileging, board certification, and certain Federal activities.

A. Licensure

States control who may practice medicine by requiring
licenses for the practice of medicine within that state. Each
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state issues licenses in accord with standards which it
establishes

.

Licensure has traditionally been a state function, and is of
long standing in the United States. It began in the colonies,
with a Massachusetts licensure statute in 1649. 6 New York City
passed the first law requiring an examination and licensure in
1760, and there has been colonial and state legislation since,
although the form has changed greatly over the years. The
present general scheme of licensing dates from the 1870s and
1880s. 7

State licensure constitutes the principal governmental
mechanism for controlling who practices medicine, and as such is
the public's main line of defense against unfit physicians.
Although the Federal government does not engage in physician
licensing per se , it does play a role in protecting patients
cared for under Federal payment programs, by determining who may
be reimbursed under those programs.

There are approximately 535,000 licensed physicians in the
United States (1985 data). Of these, about 513,000 have the M.D.
degree (sometimes referred to as allopathic physicians) , and
22,000 have the D.O. degree (osteopathic physicians).

1. Basic Requirements for Licensure

As conditions of initial licensure, all states require
completion of a medical school curriculum and conferral of an
M.D. or D.O. degree, and the passing of a comprehensive, written
examination. All in effect require graduate clinical training
consisting of a residency in a hospital. 8 States also have
requirements for interviews, written references, and other review
and screening mechanisms prior to issuance of a license. 9

6R. Shryock, Medical Licensing in America 1650-1965 at vii
(1967)

7J. Duffy, A History of Public Health in New York City 1625-
1866 at 65-66 (1968) and P. Starr, The Social Transformation of
American Medicine 44, 102-106 (1982).

8The term "residency" is now used for all graduate medical
education following immediately upon medical school completion,
including both the one or more years required prior to licensure,
formerly called "internship," as well as the extended specialty
training traditionally designated "residency."

federation of State Medical Boards, Exchange (Section 1)

and Exchange (Section 2) (1987) describe the requirements for
each state.
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As the required comprehensive examination, states accept the
results of two nationally-administered examinations. All states
accept the Federation Licensing Examination (FLEX) , a two-
component examination comprised of multiple choice questions and
patient management problems, developed by the Federation of State
Medical Boards (FSMB) , the national organization of state medical
licensing boards. 10 Some states require the examination before
the graduate clinical training; others permit it during or after
the graduate training. All but two jurisdictions also accept the
National Board of Medical Examiners' (NBME) certification as the
basis for licensing a physician. NBME 1 s certification requires
satisfactory completion of a series of three examinations (one
after the second year of medical school, the second during the
fourth year of medical school, and the last during the first year
of residency) and other qualifications.

The vast majority of the states require graduate clinical
training before issuing a full license. The usual requirement is
one year, but a growing number of states require two or three
years. 11 All require that graduates of medical schools outside
the United States and Canada complete at least one year of
accredited U.S. or Canadian graduate clinical education before
licensure, and many states require two or three years of such
education.

Physicians licensed in one state may obtain licensure in
another state on the strength of their earlier license, a process
called licensure by endorsement. The second state examines the
credentials of the applying physician, and in cases where the
applicant has not been formally tested for a period of time
(usually 8 to 10 years) requires a formal examination. Some
states use an oral examination, while others use the second part
of the FLEX examination, and in 1988 many will start using a
special examination (SPEX) designed for this purpose.

Following initial licensing, all states require physicians
to renew their registrations at regular intervals, with 24 of the
states requiring it yearly, and the rest requiring it every two,
three, or four years. 12 Twenty-two states require continuing
medical education credits as a condition of continuing

10The FSMB is discussed below in the section on state
licensing boards.

i:LFederation of State Medical Boards, Exchange (Section 1)

4, 44 (1987)

.

12 Id. at 58.
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licensure. 13 In general, if the necessary re-registration forms
and fee are filed and any continuing medical education
requirements are met, once a physician is licensed the policy is
that the license is permanent as long as the state licensing
board does not suspend or revoke it.

The periodic re-registration process does provide an
opportunity to review, even in a limited fashion, the
qualifications of a physician to practice medicine, if a state
chooses to do so. Some states do, and the FSMB, the national
organization of state licensing boards, recommends that boards
require licensees to demonstrate their continuing qualification
for medical licensure. 14 According to the FSMB, this should
include, as a minimum, having the physician complete a report on
any adverse actions, such as malpractice suits or loss of
hospital privileges. The board can then determine if the
individual requires special attention or investigation. And
boards are not limited to matters which are self-reported. Most
states require reports about certain actions involving
physicians, such as hospital adverse privileging actions, and
malpractice claims and judgments, and with this information and
the information to be reported under recent Federal law,
discussed later, a board will receive both data about malpractice
payments and hospital privileging information from a source other
than the physician, and can use these data in reviewing the
physician at re-registration.

2 . State Practice Acts

Each state has a medical practice act that authorizes the
state to license and discipline physicians.

The practice acts have developed extensively over the years,
with important technical help from the FSMB. The Federation has
published recommendations for the content of such statutes in A
Guide To The Essentials of a Modern Medical Practice Act . Its
initial Essentials was published in 1956, and revised in 1970 and
1977, with the most recent edition in 1985. Twenty states have
changed their statutes in response to the most recent FSMB
recommendations. Another twenty report they are working toward
that goal. Minnesota and Nevada have completely revised statutes
reflecting almost all recommended components.

13 Id. at 59.

14The Federation of State Medical Boards of the United
States, A Guide to the Essentials of a Modern Medical Practice
Act (1985) , and On the Assessment of Physicians (a formal policy
statement of the FSMB)

.
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3 . The State Licensing Boards

States exercise their authority to license physicians
through state licensing boards.

In most states a single board has jurisdiction over all
physicians, but approximately one-third of the states have
separate osteopathic medical boards. In the vast majority of
states, the boards have independent authority under their
practice acts to issue and revoke licenses and to take other
actions. In a few states some other authority or official has
the formal licensing power, and the medical boards serve in an
advisory capacity.

Operation of the disciplinary system consumes most of the
efforts of the state licensing boards, but the routine
examination and licensure activities described above also occupy
them. They vary in staffing and structure. Generally, their
staffs range in numbers from 1 to 30, but California has about
170, including a large number of investigators. 15 The boards
also make use of consultants in reviewing medical evidence. In
over half of the states legal services are provided by the office
of the state's attorney general; the others have their own staff
attorneys or retain outside counsel. 16

The HHS Office of Inspector General (OIG) conducted an
overview study of the state licensing boards in late 1985 which
included consideration of some of their problems. The study
found that while the investigatory and disciplinary authority of
most boards has been increased in recent years, budgetary,
personnel, and productivity increases have not kept pace with
expanding workloads, and as a result large backlogs and extensive
caseloads have become commonplace. The report emphasized the
financial vulnerability of many boards, and recommended
increasing physician license fees to support expansion and
improvement of the boards' disciplinary activities. 17 Inadequate
funding and staffing of boards contribute to lack of prompt
disciplining in some cases.

As indicated above, the Federation of State Medical Boards,
the principal organization of the licensing boards, provides
information and technical services for the boards in their

-^Federation of State Medical Boards, Exchange (Section 3)
15 (1987) .

16Id. at 16.

170ffice of Inspector General, U.S. Department of Health and
Human Services, Medical Licensure and Discipline, An Overview i,
ii (1986)

.
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licensure and disciplinary functions. Its publication, Exchange,
lists in tabular form the features of the licensure requirements,
disciplinary regulations, and administrative structures of all
the licensing jurisdictions. The medical boards of all the
states, and of the District of Columbia, Guam, and the Virgin
Islands, as well as the ten separate state boards of osteopathic
medicine, are members. The Federation was founded in 1912 by the
merger of two earlier organizations, the National Confederation
of State Medical Examining and Licensing Boards (established in
1891) and the American Confederation of Reciprocating, Examining
and Licensing Boards (established in 1902). 1 °

B. The Disciplinary Process

1. Formal and Informal Actions Against Physicians

The state medical boards can and do revoke licenses and
impose other penalties on physicians. Most state practice acts
describe the practice of medicine as a privilege granted by the
state, and not a right, with the clear corollary that the
privilege can be revoked.

The practice acts provide for a variety of disciplinary
actions, ranging from revocation, through lesser penalties such
as suspension of license for a period of time; probation;
stipulations, limitations, and conditions relating to practice;
reprimands; letters of censure; and letters of concern. The
sanctions less than revocation or suspension of license are an
important part of a board's armamentarium in dealing with
disciplinary problems. 19 Prior to instituting formal proceedings
against a physician, board investigative staff examine complaints
and determine whether to proceed formally. Many complaints do
not warrant further board action.

For their formal actions, boards are subject to procedural
requirements imposed in the state practice acts, or in state
administrative procedure acts. The usual burden of proof for
taking formal disciplinary action against a physician is "clear
and convincing evidence." In 1985, Wisconsin adopted a lower

18Federation of State Medical Boards of the United States,
Inc., 2630 West Freeway, Suite 138, Forth Worth, Texas 76102-
7199.

19The 1973 HHS Commission on Medical Malpractice recommended
that boards have such intermediate disciplinary sanctions
available. U.S. Department of Health, Education, and Welfare,
Medical Malpractice, Report of the Secretary's Commission on
Medical Malpractice 54 (1973)

.
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burden of proof, i.e. "preponderance of the evidence" 20 , the
standard for civil litigation generally, which simplifies to some
extent the task of proving cases against physicians, while not
impairing physicians' rights to fair proceedings. The FSMB
recommendations do not address the burden of proof for disciplin-
ary actions, a matter that is intertwined with state law more
generally, and that is not easily amenable to standardization.

The FSMB Essentials calls for, and many states provide
authority for the boards to suspend a physician's license
summarily, prior to formal hearing, when the board believes such
action is required to protect public health and safety. In some
states courts can set aside such summary suspensions, but the
FSMB recommends that court authority to stay such summary actions
be eliminated.

Short of formal, public disciplinary action, the boards take
many informal actions with respect to physicians, and such
actions are a significant element of the disciplinary process.
The pattern of and procedural requirements for such informal
actions differ among the states, but their common features are
that there is no hearing before the board and no assurance of
formal due process, and the action is not made public. Much of
the boards' impact on physician discipline is through these
actions rather than through formal actions, and boards typically
take several times as many informal actions as formal actions.
These informal actions may, for example, direct a physician to
avoid performing certain procedures which are beyond his
competence, or to obtain further training. The board then
monitors the physician to assure compliance, with the threat of
formal action if the board's recommendation is not followed.

The FSMB reports that in 1985 state licensing boards took
2108 disciplinary actions, which was 37 percent more than the
previous year's number. This included 406 revocations (34
percent more than in 1984) . In addition, 235 licenses were
suspended; 491 physicians were placed on probation, and 976
physicians received other penalties for unacceptable behavior. 21

The rates of disciplinary actions in the states per 1,000
physicians ranged from zero to 18. 7. 22

200ffice of Inspector General, U.S. Department of Health and
Human Services, Medical Licensure and Discipline. An Overview 15
(1986)

.

21Breaden and Galusha, Official 1985 Federation Summary of
Reported Disciplinary Actions . 73 Federation Bulletin 300, 305
(1986).

22N. Y. Times, Nov. 9, 1986, § 1, at 1.
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It is difficult to say what the "correct" number of
disciplinary actions should be; any such calculation depends on
knowing how many incompetent or otherwise unfit physicians there
are, but there seems to be little reliable information about this
independent of the actions of the disciplinary system itself.

Among the most frequent violations constituting grounds for
discipline is the inappropriate prescribing of drugs (typically
shown by the failure to keep adequate patient records to support
the prescriptions written) . About half of the disciplinary
actions taken by states are for such offenses. A physician's
personal drug or alcohol abuse is a second major source of
disciplinary action. These two categories currently represent
three-fourths or more of all disciplinary actions. 2 -^

There is a relatively small number of disciplinary actions
for incompetence. However, this may not be a fair reflection of
the prevalence of incompetence, since boards may be using more-
easily proven violations such as drug use or over-prescribing,
which often coexist with the incompetence, as the basis for their
actions, when they cannot secure sufficient evidence to support a
charge of incompetence alone, or when the time and cost involved
in demonstrating incompetence can be avoided by addressing other
valid grounds for discipline.

Despite recent increases in boards' pursuit of disciplinary
actions, there seems to be general agreement that there is a need
to increase efforts, through enhanced funding and staff, to seek
out and discipline incompetent physicians. As indicated above,
it is difficult to determine accurately the prevalence of
physicians who should be disciplined, and in addition, the number
of formal actions is not the only indicator of the effectiveness
of the disciplinary system in maintaining high standards.
Nevertheless, studies such as the OIG study, 24 and statements by
leaders of the medical profession, point to a need for continuing
improvement in the disciplinary process.

2. Communicating Disciplinary Action

Exchange of information about physicians who have been
disciplined is an important safeguard against continued practice
by sanctioned physicians. A physician who loses a license in one
state may seek to obtain a license elsewhere. A data exchange

2J0ffice of Inspector General, U.S. Department of Health and
Human Services, Medical Licensure and Discipline, An Overview 13
(1986) .

240ffice of Inspector General, U.S. Department of Health and
Human Services, Medical Licensure and Discipline, An Overview
(1986) .

66



system, the Physician Disciplinary Data Bank (DDB) operated by
the FSMB, serves to prevent this.

The DDB accepts reports of actions which are matters of
public record, from states and from other governmental entities
which take or record public actions. When a state board takes a
formal public disciplinary action against a licensee, the board
reports that action to the DDB. These reports include records of
physicians who surrender their licenses voluntarily in the face
of impending disciplinary action. In addition to the state
authorities, Federal units employing physicians report to the DDB
their public-record disciplinary actions against their employees.
Medicare and Medicaid sanctions are reported by the Office of
Inspector General, as are criminal convictions and other
publicly-announced actions relating to physician behavior as
provided by the Federal Bureau of Investigation and the Postal
Inspection Service.

The FSMB prepares a monthly report of all the actions
reported to it, and sends the report to its member organizations
and other entities contributing to the DDB. The report makes all
other licensing boards aware of the actions, should the physician
in question be licensed in other jurisdictions, or seek licensure
there, and also makes other agencies aware of the actions.

The FSMB can also screen physicians, upon request, against
the data bank. Currently the FSMB receives over 2,000 inquiries
per month regarding individual physicians. The annual inquiries
concerning individuals have grown from 8,000 in 1982 to 12,400 in
1985, and to over 39,000 in 1986. The process is automated so
that large numbers of names can be screened efficiently; in 1986,
for example, the Federation screened over 10,000 physician
license applicants for the California licensing board, using a
computer tape with the applicants' names provided by the board.
Numerous hospitals and hospital systems, as well as Federal
agencies, have had their currently employed physicians and their
physician applicants screened through the DDB. The FSMB is
developing a system for direct access to its DDB for use by state
boards and other authorized users, which, when implemented,
should improve the inquiry process.

To promote uniformity in physician discipline and clarity in
communications regarding such discipline, the FSMB has developed
standard terms for disciplinary actions, and recommended
guidelines for the disciplinary actions applicable to specific
violations. 25

25Federation of State Medical Boards, A Model for the
Preparation of a Guidebook on Medical Discipline (1986)

.
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In addition to the FSMB system which concentrates on
identifying physicians who have been disciplined, there is
another major data bank which contains biographical information
on all physicians. The American Medical Association's Physician
Masterfile contains verified data on the education and board
certification of all physicians in the United States, as well as
an indication of whether disciplinary action against a physician
has been reported in the DDB. Increasingly, states are using
this file to check the credentials of physicians seeking
licensure. The AMA also reinforces use of the DDB to help states
identify their licensees who appear in it, by routinely advising
state licensing boards under which the physician is licensed (as
shown in the Masterfile) if it learns from the DDB monthly report
that the licensee has been disciplined in some other state. The
AMA also regularly notifies states of physicians who have died,
because a common avenue for uncredentialed impostors to enter the
practice of medicine is by assuming the credentials of a deceased
physician. 26 The American Osteopathic Association maintains a
Physicians' Biographical Records program which is similar to the
AMA Physician Masterfile.

Some problems in keeping track of disciplined physicians are
presented when a physician licensed in one state moves back into
that state after being disciplined in another state. Efforts to
protect against simple resumption of practice in such
circumstances include circulation by the American Medical
Association of the DDB reports to states in which the disciplined
physicians are licensed (as discussed above) , and inquiries by
state boards to the DDB. The new national data bank of
disciplinary actions against physicians, discussed below, will
make it easier to identify such physicians. Nevada currently has
a technique for dealing with this; it issues active licenses for
those working in the state, and inactive licenses for those not
working in the state. It requires the physician to re-activate
the license upon returning to the state, and as part of the re-
activation, the FSMB DDB is checked.

Whether these elaborate data collection operations do any
good depends, of course, on whether they are used, and used
appropriately, by those who make judgments about whether to grant
privileges to, or hire physicians.

26Daigle, The AMA Physician Masterfile; A Credential incr

Resource , 32 Resident & Staff Physician 183 (1986) , and Public
Health Service, U.S. Department of Health and Human Services, A
Manual for Preemplovment Screening of a Physician's Credentials
(1986) .
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3 . New Federal Reporting Requirements

Recent Federal legislation requires on a national level the
reporting of certain information about physicians, including
information similar to that now reported to the DDB, and other
information now required to be reported within many states. The
Health Care Quality Improvement Act of 1986, signed by President
Reagan on November 14, 1986, establishes a central, national data
bank to be operated under the authority of the Secretary of
Health and Human Services. 27 This data bank will contain
information about all physicians who have been disciplined, who
have had adverse privileging actions taken against them, or who
have had malpractice claims paid on their behalf.

Specifically, the Act requires that:

1) Entities (principally insurance companies) which pay
malpractice settlements or judgments must report such
actions to the data bank and to the appropriate state
licensing board.

2) State licensing boards must report their physician
disciplinary actions to the data bank. (These disciplinary
actions are already reported by boards to the FSMB DDB.)

3) Health care entities which engage in peer review (such as
hospitals, health maintenance organizations, and group
medical practices) must report to state licensing boards
their professional review actions that adversely affect, for
more than 30 days, the clinical privileges of a physician.
Professional societies with peer review must report actions
adversely affecting membership. The state boards must pass
these reports on to the data bank.

The information in the data bank will be available to
hospitals and other entities appointing physicians to staffs.
The statute makes it the duty of each hospital to query the data
bank about any physician being considered for appointment, and to
query it every two years about all physicians on their staffs; a
hospital that fails to do this is presumed nonetheless to have
knowledge of information in the data bank. The information is
also available for other limited purposes relating to physician
competence

.

The substantial volume of new information which will be
available to state licensing boards under this law presents the

27Pub. L. No. 99-660, title IV, 100 Stat. 3743, 3784-3794,
42 U.S.C. §§ 11101-11152. It is discussed in Iglehart, Congress
Moves to Bolster Peer Review: The Health Care Quality Improvement
Act of 1976 , 316 New Eng. J. of Med. 960 (1987)

.

69



boards with a serious challenge. They will have to develop ways
to manage and use it productively, and will have to be funded
adequately to do this. For adverse privileging actions by
hospitals, there are relatively well established approaches.
These actions are likely to represent a more comprehensive
assessment of a physician's behavior than are malpractice claim
payments, and boards could reasonably treat them as equivalent to
a complaint, triggering an investigation.

A report of a payment in response to a malpractice claim
presents a somewhat different issue since such claims do not
necessarily reflect a professional judgment concerning a
physician's competence. Such information is already being
collected by many state boards: thirty-one boards now receive
reports either of malpractice payments or of malpractice claims,
or both, from liability insurers. 28 However this process is
relatively recent, and there is a limited body of experience in
the use of the information.

The new availability of these data on a nationwide basis
will undoubtedly result in new ways to use it for physician
discipline. For example, a licensing board might conclude that
any particular report indicates (a) that a full investigation of
the physician is warranted, (b) that an investigation is not
warranted, or (c) that a pattern is emerging and needs to be
monitored. The eventual development of nationwide standards for
review of data and criteria for classification may make a
significant new contribution to this aspect of the work of the
state licensing boards.

4 . Impaired Physicians

Impairment, defined as "the inability to practice medicine
with reasonable skill and safety to patients by reason of
physical or mental illness, including alcoholism or drug
dependence, 1,29 can be a cause of substandard performance and
avoidable medical injury.

There are no authoritative data on how many physicians are
physically or mentally impaired, and the prevalence of alcohol
and other drug problems among physicians is unknown. Available
impaired physician data are difficult to interpret. One recent
analysis puts the issue in perspective:

28Federation of State Medical Boards, Exchange (Section 3)

30-31 (1987).

29 It was comprehensively defined this way by the AMA Council
on Mental Health. The Sick Physician: Impairment by Psychiatric
Disorders, including Alcoholism and Drug Dependence , 233 J.
A.M. A. 684-687 (1972)

.
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Because of difficulties in interpreting each type of data,
it must be concluded that the prevalence of drug problems
among physicians is unknown. ... Indeed, when alcohol and
other drugs are considered together, physicians may not be
unusually likely to have such problems. 30

Whatever the exact number of impaired physicians, even a
small number is sufficient to warrant strong programs addressing
the situation, in view of their role as providers of care where
less than full awareness and good judgment may result in injury
or death to the patient.

Since 1972, when the AMA produced its initial report on
impaired physicians, states have been amending their laws to
address this problem. Today the majority require impaired
physicians to enter a treatment program. Some state boards
operate their own programs, while others require the impaired
physicians to participate in one operated by the state medical
society or other organization. 31 The AMA periodically conducts
programs regarding impaired physicians, and it publishes a
newsletter providing specific suggestions for initiating and
improving effective preventive and treatment programs for these
physicians

.

In one example of a good state program, the Virginia State
Board of Medicine and the Department of Health Regulatory Boards
have an agreement with the medical society calling for the
cross-reporting of impaired physicians. The society reports to
the board all physicians known to have substance abuse problems.
Those who enter the society's program but do not successfully
complete it are reported to the board. The board and the
department contact the society to determine if a physician under
investigation is enrolled in the rehabilitation program. When
the board finds that a physician whose only problem is substance
abuse is progressing satisfactorily in the society's program, it
will take no action but will require status reports on the
physician's treatment. When formal board action is required, the
society is notified. 32

JUBrewster, Prevalence of Alcohol and Other Drug Problems
Among Physicians , 255 J. A.M. A. 1913 (1986)

31The types of programs by state are identified in
Federation of State Medical Boards, Exchange (Section 3) 48, 49
(1987) .

32 FSMB Newsletter (September 1986) . A Georgia program,
which serves physicians from throughout North America, is
described in Talbott, Gallegos, Wilson, and Porter, The Medical
Association of Georgia's Impaired Physicians Program , 257
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The FSMB recommends that all boards have explicit authority
to establish regulations for the review and approval of medically
directed, nonprofit, voluntary treatment programs for impaired
physicians which meet standards set by the boards, with each
board being the final judge of a particular treatment program's
acceptability.

5. Board Awareness of Physicians in Need of Disciplinary
Action

In order to discipline physicians, state boards need to
learn of physicians whose behavior or other factors make them
candidates for disciplinary action.

Boards receive such alerts from many sources, including
patients. In general, any person or organization may report to a
board information which appears to show that a medical licensee
is, or may be, medically incompetent, guilty of unprofessional
behavior, or mentally or physically unable to practice medicine
safely. Some individuals and entities are required by state law
to make such reports. Mandatory reporting of some type exists in
all but a few states, with civil penalties in many instances for
failure to report. Those required to report vary by
jurisdiction, but often include hospitals (which are required in
41 states to report their adverse privileging actions) , all
licensees, and, for malpractice judgments, settlements and
claims, as discussed above, insurance companies. 33 Much of this
is in response to recommendations of the FSMB that there be such
mandatory reporting. 34

Despite the requirements for reporting, the OIG report cited
earlier found that:

Consumers and law enforcement agencies are the two most
active sources of alerting boards of possible violations.
Professional review organizations (PROs) , medical societies,
hospitals, and individual physicians have been relatively

J. A.M. A. 2927-2930 (1987)

.

3 federation of State Medical Boards, Exchange (Part 3) 28-
31 (1987).

34The Federation of State Medical Boards of the United
States, A Guide to the Essentials of a Modern Medical Practice
Act 22 (1985)

.
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poor sources, even in states having mandatory reporting
laws

.

35

Physicians may be hesitant to report errant colleagues
because they fear being sued by the physicians they report,
because of the time that might be required to testify in formal
proceedings, and because of the effect on peer relationships.
The legal issues surrounding such reporting are discussed below.

The foregoing discussion has described the governmental
licensing process to assure that physicians are competent.
Operating alongside these controls are private institutional
measures that perform important functions in assuring the quality
of medical care.

C. Board Certification

Board certification is a voluntary private sector activity
that constitutes another important element of the credential ing
process. Certification is intended to measure and assure
competence in a particular specialized field of medicine.
Approximately three-fifths of the licensed allopathic physicians
have chosen a specialty, completed the required residency (which
ranges from three to seven years, depending on the specialty)

,

and passed a specialty examination to prove their expertise.
They then are "board certified specialists." Another one-third
of physicians fulfil the training for a specialty, but do not
complete the required examinations.

There are 23 formally-recognized general specialty fields in
allopathic medicine, and within them subspecialty certificates
are given in 48 fields. The certification process is managed by
23 specialty boards. The first field with specialization was
ophthalmology, in the 1860s; it established the first formal
certifying board, in 1917. The parent organization for the
specialty boards, which approves the establishment of boards, is
the American Board of Medical Specialties (ABMS) , a private
organization founded in 1933 as the Advisory Board for Medical
Specialties by the then four existing specialty boards and other
medical and related organizations. There are also osteopathic
specialty boards, and the allopathic boards offer certification
to osteopathic physicians who have completed an allopathic
residency. 36

350ffice of Inspector General, U.S. Department of Health and
Human Services, Medical Licensure and Discipline. An Overview ii
(1986).

36American Board of Medical Specialties, Annual Report and
Reference Handbook-1986

.

The American Board of Medical
Specialties, One American Plaza, Suite 805, Evanston, Illinois
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Some specialty boards have established recertification
processes. Fifteen are mandatory, with certification lasting
seven to ten years, after which a physician must successfully
complete the recertification process in order to continue as a
board certified specialist. Interestingly, many of the
recertification processes were made mandatory within the past two
years. Periodic recertification was one of the competence-
enhancing steps recommended by the Secretary's Commission on
Medical Malpractice in 1973. 3

7

Most recertification processes,
mandatory or voluntary, require a written examination and
completion of a specified number of hours of continuing medical
education. New evaluation methods are being developed, and
performance assessment tests will increasingly be used in the
recertification process. Among other requirements for some
specialty recertifications are recommendations by local
physicians, and review of recent case material.

Board certification is one of several criteria used to
determine hospital staff privileges. The relationship of
recertification to hospital privileges is controversial and the
issue of recertification poses major challenges for physicians on
hospital privileging boards. The ABMS observes

Recertification is certain to have a bearing on the
functioning of credentials committees in hospitals. How
will the certified physician fare, for example, when he is
compared with the recertified physicians? . . .How should
those physicians be evaluated who, under a voluntary system,
decide not to go through the trauma of an examination and to
remain uncertified? 38

Recertification provides an opportunity to assure the
continuing competence of physicians. But the development of
effective assessment measures is a difficult task, and the
precise consequences of recertification for competence and its
ancillary factors are not yet clear.

60201.

37U.S. Department of Health, Education, and Welfare, Medical
Malpractice, Report of the Secretary's Commission on Medical
Malpractice 55 (1973)

.

38American Board of Medical Specialties and the American
Hospital Association, Hospital Privileges and Specialty Medicine
(1986)
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D. Resident Licensure, Discipline, and Reporting

Residents, who are still in clinical training, provide much
of the medical care in hospitals, and by virtue of this they
constitute a significant element in the nation's medical services
delivery system. Special licensing and credentialing
considerations apply to them. While in the learning process they
are practicing medicine, but under supervision and within a
defined setting and limits. Traditionally, residents have not
been licensed individually by states; their institutions have
been responsible for them, and their supervision and discipline
have been conducted under the educational aegis rather than under
the governmental licensure system. Twenty-nine states now
require registration or some form of limited training license for
residents.-' 9 The FSMB recommends such limited licensure, so that
residents will be under the jurisdiction of the state board just
like other physicians who practice in the state. 40 The OIG
Report also recommends this. 41

In this context, it is well to recall that residents are
frankly in a learning situation and that the faculty is
responsible for assuring that patients are not harmed in the
course of the learning process. At times, faculty members must
differentiate between learning errors and lack of competence at
the level requiring new teaching strategies, on the one hand, and
incompetence, unethical behavior, or impairment requiring action
such as probation, suspension, or dismissal from the program, on
the other. Such actions are not routinely reported to state
boards

.

Recent incidents of fraudulent residents, who had not
graduated from medical school, although small in number, have
made clear to residency faculty that their applicant screening
must be tightened, and have brought home to the state licensing
boards that residents are in fact practicing medicine and should
be under their purview. It is such considerations that have
motivated a growing number of states to establish the individual
educational licensure discussed above.

39Federation of State Medical Boards, Exchange (Section 1)

64 (1987).

40The Federation of State Medical Boards of the United
States. A Guide to the Essentials of a Modern Medical Practice
Act 13 (1985)

.

410ffice of Inspector General, U.S. Department of Health and
Human Services, Medical Licensure and Discipline. An Overview 20
(1986)

.
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State practice acts typically provide the state medical
boards with authority to approve or disapprove graduate medical
education programs under their jurisdiction. Usually, boards
accept the decisions of the Accreditation Council for Graduate
Medical Education, which is the private sector organization that
approves residencies nationwide. It is up to the institution to
assure itself that those applying for graduate clinical training
have fulfilled the requirements for entry and educational
licensure. The FSMB's Essentials recommends that state licensing
boards withdraw or limit approval of an institution that fails to
do this.

E. Hospital Privileges

The hospital is the setting in which a substantial part of
medical care takes place, and it forms an important part of the
non-governmental apparatus for controlling quality by regulating
which physicians may practice in hospitals. The discretion of
hospitals to grant staff privileges to physicians is the basis of
this control. Hospitals typically establish medical staff
committees, composed of physicians with privileges in the
hospital, to recommend, or to determine, if a physician may be on
the staff of the hospital, admit patients, and treat them there.

Beyond simply permitting a physician to be on the staff of
the hospital, the hospital determines the range of the practice:
what procedures or interventions the physician may employ there.
This is based on the physician's record of training and
experience. The process is intended to assure that every
physician who provides patient care in that hospital is competent
to do so. Hospital privileges are a facet of credentialing which
can be, and are, taken away or limited. Such adverse actions
taken by hospitals may be based on a single instance of
substandard care, but more often result from repeated failings.
Hospitals have some legal responsibility toward their patients in
this regard; courts have found that hospitals have an independent
duty to use care in selecting, supervising, and retaining staff
physicians, 42 and to adhere to their established procedures in
the selection of physicians. 43

42 See, e.cf. , Darling v. Charleston Community Memorial
Hospital , 33 111. 2d. 326, 211 N.E.2d 253 (1965), (hospital was
negligent in failing to monitor physicians* care) cert, denied,
383 U.S. 946 (1966)

.

43 See , e.g. , Johnson v. Misericordia Community Hospital , 97
Wis. 2d 521, 294 N.W.2d 501 (Ct. App. 1980) (hospital was
negligent in failing to adhere to established procedure for
selecting physicians) aff 'd , 99 Wis. 2d 708, 301 N.W.2d 156
(1981) .

76



Increasingly, hospitals are using the FSMB DDB to check
their current cadre of physicians and to check those applying for
privileges. Under the Health Care Quality Improvement Act of
1986, discussed earlier, hospitals will consult the national data
bank for information about staff physicians.

Hospitals quite widely report to state medical boards when
they withdraw or limit the privileges granted to a physician. In
most states, as indicated above, hospitals are obliged to make
such reports. Here again, such reporting will be required on a
nationwide basis under the new Federal legislation.

Since the hospital with its privileging mechanism is the
principal locus for bringing peer review to bear, physicians who
are not affiliated with hospitals, or with organizations like
health maintenance organizations (HMOs)

, may not be subjected to
the review that occurs in those settings. In light of the
development of facilities like free-standing health care centers,
and a certain number of other practitioners who practice without
hospital privileges (several thousand in New York State alone)

,

it is clear that the traditional hospital privileging process
needs to be adapted to new forms of practice to assure that its
purposes are served with respect to all physicians for whom it is
appropriate.

F. The Federal Government and Physician Credentialing

The preceding discussion has addressed state-level
governmental controls and private and professional measures to
regulate who practices medicine. The Federal Government also has
a role.

o It imposes sanctions, including exclusion from the
programs, against physicians who mistreat Medicare and
Medicaid patients they serve, or who fraudulently
obtain funds from those programs;

o It grants privileges to and disciplines physicians in
its employ who provide direct patient care; and

o It contributes to and supports the private sector's
efforts to improve physician credentialing.

This section discusses these activities.

1. Medicare and Medicaid Program Qualifications and
Sanctions

The Department of Health and Human Services, as a matter of
established policy, recognizes that the licensure and discipline
of physicians is the prerogative of the states. For Federal
payment programs, the state license is the basic requirement for
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participation. For reimbursement under Medicare, or to be an
allowable state expense under Medicaid, services must be rendered
by a physician licensed in the state in which the services are
provided. 44

However, under some circumstances the Department does make
independent judgments about physicians participating in these
programs, and to that extent it does not rely solely on state
licensure. There is authority to fine and to exclude from the
programs physicians who provide incompetent care to the public
served by these programs, or who commit fraud or other offenses
against the programs. 45 The normal sanction is exclusion from
the programs for periods of one to five years (and, in some
instances, indefinitely) ; civil monetary penalties can also be
imposed. 4 ° The Department of Health and Human Services has
proposed, and as of this writing Congress is well on its way to
enacting, legislation to improve and strengthen the power of the
Secretary to take such actions against physicians and other
health-care providers. 47

2. Federally-Employed Physicians

The Federal Government employs about 21,500 physicians on a
full time basis, 48 and contracts for services with several times
that number. Physicians' employing Departments and agencies are
responsible for their discipline. Agencies take action as
necessary against physicians through legal processes available to

44Social Security Act § 1861(r)(l), 42 U.S.C. § 1395x(r) (1)
(1982) for Medicare; Social Security Act § 1905(a)(5), 42 U.S.C.
§ 1396d(a) (5) (1982) for Medicaid.

45Social Security Act §§ 1128, 1128A, and 1862(d), 42 U.S.C.
§§ 1320a-7, 1320a-7a and 1395y(d) (1982).

46The Office of Inspector General reports that during the
first half of FY 1987, administrative sanctions were imposed on
175 individuals and institutions for fraud and abuse or providing
substandard care or excessive services under the Federal payment
programs, and $5.7 million in civil penalties was collected.
Office of Inspector General, U.S. Department of Health and Human
Services, Semiannual Report to the Congress, October 1, 1986-
March 31, 1987 , at 1 and 9 (1987)

.

47H.R. 1444 and S. 661, 100th Cong., 1st Sess. (1987).

48The Armed Services have 11,3 61, the PHS has 1,538, the VA
has 7,663, and other units have 1,005. American Medical
Association, Physician Characteristics and Distribution in the
U.S. , 1986 Edition 106-111.
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them, including courts martial, civil service adverse actions,
and various board proceedings.

Several Federal entities report disciplinary actions to the
FSMB DDB. 49 Federal agencies also receive the FSMB monthly
publication of all disciplinary actions nationwide. FSMB also
has screened large cohorts of physicians employed by the VA,
Public Health Service, and the Department of Defense. Through
use of the DDB, some of these Federal entities found among their
employees unlicensed physicians as well as physicians with
previously unknown disciplinary records.

Not all Federal agencies participate. The DDB records only
public actions, i.e., actions that any member of the public could
learn about by inquiring of an agency. Some agency actions are
not public in this way, and so are not recorded in the DDB. Some
agencies have not completed the actions required by the Privacy
Act to permit them to disclose personally-identifiable
information (i.e., announcement of the intended disclosure by
publication in the Federal Register ) , and thus cannot transmit
information to the DDB. These gaps are barriers to full use of
the DDB.

The efforts of the Public Health Service offer an example of
a comprehensive credential-checking program. Within the Office
of Personnel Management of the Public Health Service there is a
central contact for credential verification. The staff maintains
liaison with credential and licensure boards and has a
computerized credential verification system. In January 1986
that office conducted a computer match with the DDB of the
records of all PHS civilian and Commissioned Corps active duty
physicians and all Commissioned Corps Inactive Reserve
physicians, in order to identify physicians with apparent
licensing or credential ing irregularities. Now, they conduct
matches twice a month with the DDB of Commissioned Corps
physician applicants and new civil service physicians. The AMA
Physician Masterfile is also being used to screen all PHS
physicians. Discrepancies are referred to the relevant agency of
the PHS for resolution.

4yThe VA was directed by statute to report to the Congress
on its progress in "credential ing information exchanges."
Veterans' Administration Health-Care Amendments of 1985, Pub. L.
No. 99-166, § 204(b), 99 Stat. 941, 952 (1985). More recently, a
report of the House Committee on Government Operations criticized
the failure of the VA to report its disciplinary actions.
Patients at Risk: A Study of Deficiencies in the Veterans
Administration Medical Quality Assurance Program , H.R. Rep. No.
100-74, 100th Cong., 1st Sess. 40, 41 (1987).



The program also includes seminars for PHS personnel
officers and recruiting and staffing personnel regarding the
screening of physician applicants, and a comprehensive reference
manual on how to conduct screening, which has been widely
distributed to all offices hiring physicians or otherwise
evaluating their credentials. 50

Federally-employed physicians, when performing functions for
the Federal government, are not subject to the jurisdiction of
state licensing authorities. However, most Federal agencies
which employ physicians require that they be licensed in some
state (which may well not be the state in which they are
practicing). In 1986 the Surgeon General's Task Force on
Licensure issued a policy requiring health professionals employed
in the PHS (all commissioned officers and civil service personnel
with patient care responsibilities) to maintain current, valid
credentials appropriate for their profession. Thus, newly
appointed physicians must have such credentials, and those
already employed must, in general, obtain them by the end of
1988. The military services have a similar policy.

Malpractice claims arising out of the acts of Federally-
employed physicians are generally governed by the Federal Tort
Claims Act. 51 As a sovereign, the United States is immune to
suit except to the extent that it has consented to be sued. The
Act is a limited waiver of immunity subject to certain
jurisdictional prerequisites and requirements. For instance,
with regard to medical malpractice claims, there is no
jurisdiction under the Act unless a valid administrative claim
has been filed and finally denied. 52 The United States is liable
for the negligence of employees of the Government to the same
extent as would be a private individual under like circumstances
pursuant to the law of the state in which the alleged negligent
act occurred. 53 Individual Federally-employed physicians are
immune from suit under this arrangement, and thus have no need to
carry liability insurance. 54 The Department of Justice
authorizes the payment of claims over $2,500 from a general

50Public Health Service, U.S. Department of Health and Human
Services, A Manual for Preemployment Screening of a Physician's
Credentials (1986)

.

5128 U.S.C. §§ 1346(b), 2671-2680 (1982).

52 28 U.S.C. § 2675 (1982).

53 28 U.S.C. § 2674 (1982).

54 10 U.S.C. § 1089 and Public Health Service Act § 224, 42
U.S.C. § 233 (1982)

.
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Treasury fund unrelated to the budget or appropriation of the
agency responsible for the malpractice.

Uniformed services personnel may not recover in tort. 55 The
effects of governmental malpractice on these patients are dealt
with as service-connected injuries: the member receives medical
care as part of the normal service benefits, and if disabled
receives either veterans disability benefits or military
disability retirement benefits. Recent particularly dramatic
instances of avoidable adverse patient outcomes in military
medical facilities have given rise to Congressional interest in
permitting members of the armed forces to sue in tort. This
approach has been strongly opposed by the Department of Justice
and the Department of Defense. 56

3 . Health Resources and Services Administration

The Health Resources and Services Administration (HRSA) in
the Public Health Service is the Department of Health and Human
Service's focal point for physician credentialing activities. It
has a close working relationship with the private sector and
state licensing boards, and assists them in efforts to assure the
competence of physicians. HRSA has provided the private sector
with funds and technical expertise to enhance credentialing, and
has designed and conducted, or contracted for, research,
development, and evaluation efforts across a broad scope of
credentialing activities, including discipline, and data banking.

Among HRSA's specific activities have been the award of
contracts to further enhance and develop the FSMB DDB; to design
a system for direct access to data in the system by appropriate
entities; and to develop manuals for Federal and other users.
HRSA has contracted for and otherwise participated in basic
development work for examinations for physician licensure, and
particularly for planning of and transition to new examinations
for testing the competence of foreign medical graduates for
practice in the United States. It has also conducted conferences
on credentialing evaluation, and provided guidance and technical
expertise to various medical disciplines regarding their
credentialing needs and efforts.

In addition to assisting the private sector, HRSA works with
various other Federal Government entities in improving their

55The principal case is Feres v. U.S. . 340 U.S. 135 (1950).

56S. 347 and H.R. 1054, 100th Cong., 1st Sess. (1987) and S.
489 and H.R. 3174, 99th Cong., 1st Sess. (1985), and The Feres
Doctrine and Military Medical Malpractice: Hearing Before the
Subcommittee on Administrative Practice and Procedure of the
Senate Committee on the Judiciary . 99th Cong., 2d Sess. (1986).
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physician credentialing activities. For example, it is HRSA
staff who conduct the seminars for personnel officers and who
prepared the manual, discussed earlier, for the PHS comprehensive
screening program.

HRSA also has been assigned responsibility for the national
data bank required by the Health Care Quality Improvement Act of
1986.

In another role, HRSA provides direct patient care, through
the Indian Health Service, and through the placement of
Federally-employed physicians at National Health Service Corps
sites throughout the country. As a provider of care, it has a
risk management and quality assurance program that includes a
Medical Quality Assurance Review Panel that reviews all
administrative claims made against its facilities and
practitioners

.

G. The Relationship of Credentialing to the Professional
Liability System

The credentialing processes discussed above and the
professional liability system for determining the existence of
malpractice are related and have some overlapping functions, but
they operate differently, make determinations about different
aspects of how physicians perform, and impose different
sanctions. While they should not be expected to perform each
other's functions, they can be expected to. assist and reinforce
each other. The respective spheres can be described as follows:

o The credentialing system determines who is competent to
practice. It is partially governmental, and partially
private.

o The professional liability system determines whether a
particular medical intervention resulted in an
avoidable adverse outcome and determines financial
compensation for such outcomes. It is a governmental
process but it is typically initiated by the injured
individual. Important choices in this system are also
made by insurers, which are primarily private entities.

The nature of the relationship between the systems is
illustrated by the question of whether disciplinary action should
necessarily follow a legal determination of malpractice. In
practice, few of the physicians against whom malpractice
judgments are entered are disciplined in connection with those
judgments. The explanation lies in the traditional standards and
role of the licensing bodies, and the significance of a
malpractice judgment for continued practice by the physician.
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Not every instance of malpractice that is compensated by a
court or through settlement is evidence of incompetence that
warrants disciplinary action against a physician. A court
judgment that a physician was negligent in a given incident does
not necessarily amount to a determination that the physician is
incompetent to continue practicing medicine. Neither does
agreement to settle a malpractice claim; it may well be the
insurance company, not the physician, that decides to settle, and
factors other than the actual professional quality of the
physician's action may govern that determination. Thus, a
determination that there has been malpractice, whether determined
formally by judgment or informally by settlement, may be helpful
in assessing a physician's competence in the licensure and
disciplinary context, but does not of itself amount to a valid
assessment of the physician's competence for licensing purposes.

As a practical matter, state licensing boards regard such a
judgment as one piece of evidence in assessing whether or not a
physician is competent to provide safe care. In some instances,
a malpractice judgment may be based on behavior displaying such a
low level of competence that disciplinary action is warranted.
At least one state has amended its practice act so that a
malpractice judgment legally establishes that there has been
"negligent provision of care," an offense permitting license
revocation or other disciplinary action. 57 In other instances,
an incident of malpractice may represent a temporary failure or
lapse in judgment, warranting compensation to the injured
patient, but not likely to be repeated and not amounting to a
deficiency or impairment warranting disciplinary action.
Likewise, state licensing boards discipline many physicians for
activities that do not, of themselves, involve malpractice.

What are the prospects for an improved credential ing system
reducing substandard medical care, and thus the volume of
avoidable adverse outcomes and resultant malpractice litigation?
Some productive interactions can be expected, at least in theory:

o A well-functioning credentialing system should improve
physician performance, and eliminate unfit physicians
from practice, and thus reduce the instances of
malpractice.

o Evidence of malpractice by a physician might be
relevant to deciding whether that physician should be
prohibited from practicing, or be restricted in
practice.

Transfer of data currently forms the major working
relationship between the tort liability system and the

Wis. Stat. § 448.02 (West 1985-86).
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credential ing system, and offers the most opportunity for further
productive interaction. When reports of malpractice claims,
judgments, and settlements are made to state licensing boards,
those boards can evaluate and use the data in deciding whether to
discipline a physician. Such data become part of the
individual's credentialing record. With the establishment of the
national data bank for exchange of such information, the
reporting of payments for judgments and settlements will become
nationwide and standardized, permitting more complete use of this
measure of physician suitability.

In addition, the data bank will provide aggregate
information about malpractice payments, and the relationship
between malpractice payments and disciplinary actions, permitting
analysis that can suggest improvements in medical care,
credentialing processes, and possibly the way the society
compensates those who are harmed in the medical care system. At
the present time malpractice judgments and settlements do not
have clear meanings for disciplinary purposes. Information
obtained through the new national data bank may point to more
distinct relationships between malpractice judgments and
settlements and the need for disciplinary action.

Strengthening areas of physician credentialing should
contribute to a decrease in avoidable adverse outcomes, but
regardless of its direct impact there, physician credentialing
will continue to have its own role in assuring physician
competence and thus protecting the public.

III. Strategies to Manage Quality: the Profession, the
Government, and the Courts

Beyond the credentialing mechanisms which address the formal
qualifications of physicians are several processes which evaluate
the quality of care rendered to individual patients, the
competence of physicians rendering that care, and the systemic
aspects of the delivery of care. As previously described, there
is a long history of formal peer review of the work of physicians
as a way of assuring quality, and this system developed in large
part without governmental requirements or involvement. More
recently states have required it and provided protections for it.
Since the 1960s, the development of Federal programs to pay for
health care has meant the introduction of Federal requirements
for such review. These processes have gone beyond quality in the
narrow technical sense, and encompass such delivery of care
questions as length of stay in hospitals, the appropriateness of
the care setting, the reasonableness of fees, and the medical
necessity for services. Yet more recently, increasing concerns
of physicians, hospital managers, and insurance companies about
liability have been a specific motivation for more imaginative
and more aggressive forms of quality assurance review.
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The basic premise of this system of quality review by
professional peers is that physicians have a sincere commitment
to ensuring the provision of high quality care. The result has
been a system based on a collegial, rather than an adversarial or
regulatory, model.

In hospitals and other institutional care-giving situations,
peer review for medical quality has been joined by risk
management programs. These represent a more general approach to
identifying risks and hazards and includes reviews not only of
physicians' services, but of other aspects of institutional life,
such as nursing care and the management of operating rooms. Risk
management is intended to reduce risks and to reduce the costs of
injuries in instances where harm does occur.

In a less positive vein, many believe that beyond these
appropriate efforts to assure favorable outcomes for patients
there is much unnecessary testing and treatment dictated not by
proper, standard-based medical choice, but simply by fear of
liability.

This section describes the array of these professional and
other activities, and discusses their relationship to the
malpractice compensation system.

A. Hospital Peer Review

Hospitals have long been the setting in which physicians
reviewed the work of their colleagues and exercised control over
it. Hospitals typically have had committees that reviewed all
deaths, and monitored outcomes of surgery and other events, and
called to the attention of the responsible physicians any
deficiencies detected by this review. The formal hospital
privileging process described earlier provides a mechanism for
disciplining, or excluding from practice in the hospital, those
whose competence is below a standard acceptable to the physicians
on the hospital's staff.

Today, hospitals have these programs not only by virtue of
long-standing medical tradition, but also to comply with state
statutes requiring them, state case law imposing quality of care
obligations to patients, accreditation standards of the Joint
Commission on Accreditation of Hospitals (JCAH) , and the
requirements for participation in the Medicare and Medicaid
programs

.

B. Medicare and Medicaid Quality Assurance Requirements

To participate in Medicare and Medicaid, hospitals must have
formal quality assurance programs. The requirement is imposed
through accreditation standards of the JCAH, and through
conditions of participation for the Medicare program, established
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by the Secretary of Health and Human Services. There are
approximately 6900 hospitals qualified for Medicare
participation; about 5100 are accredited by JCAH, and by virtue
of that accreditation are deemed to meet Medicare standards.
About 1800 comply directly with the conditions of participation.
All accreditation requirements and conditions of participation
apply to the operation of the hospitals generally, not simply to
care given to Medicare and Medicaid beneficiaries.

To receive JCAH accreditation, a hospital must have an
effective quality assurance program. 58 In surveying hospitals
for compliance with the accreditation requirements, the JCAH
tailors its survey to the nature and needs of each institution,
so hospitals must be prepared to show evidence of their
compliance with standards, including the quality assurance
standards, applicable to their operations. For hospitals not in
the JCAH program, state officials operating under contract on
behalf of the Secretary of HHS perform compliance surveys; they
also perform back-up surveys of hospitals accredited by JCAH.
When deficiencies pose a serious or immediate threat to health,
the offending facility is terminated from the Medicare and
Medicaid programs; for lesser deficiencies, the hospital has a
chance to submit a plan of corrective action that provides the
basis for follow-up monitoring.

The current conditions of participation, issued in June
1986, require an "effective, hospital-wide quality assurance
program to evaluate the provision of patient care" with a written
implementation plan. Specifically, the hospital must evaluate
all organized services related to patient care, it must evaluate
nosocomial infections, and medication therapy, and it must
evaluate all medical and surgical services performed in the
hospital with respect to appropriateness of diagnosis and
treatment. Hospitals must take and document appropriate remedial
action and the outcome of the action when they find
deficiencies

.

59

C. Medicare Quality Assurance: Peer Review Organizations

The Federal government further ensures the quality of care
rendered to Medicare beneficiaries through reviews of that care
by Utilization and Quality Control Peer Review Organizations
(PROs)

.

PROs in their present form date from 1984, pursuant to

58Joint Commission on Accreditation of Hospitals, AMH/87

,

Accreditation Manual for Hospitals 215-218 (1986)

.

59 42 C.F.R. § 482.21 (1986)
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legislation enacted in 1982. 60 They succeed Professional
Standards Review Organizations (PSROs) , which were established in
1972 and performed similar functions. PROs are private
corporations, overseen by boards of directors comprised mostly of
physicians, and funded by the Health Care Financing
Administration (HCFA) through contracts.

Their quality assurance efforts consist principally in
identifying, investigating and correcting quality problems for
inpatient hospital admissions. PROs have responsibilities in the
area of quality assurance, and also in determining medical
necessity for and appropriateness of services and the need for
in-patient care. As a result of recent concerns about the
effects of the prospective payment system on quality of care,
there has been an increase in the visibility and importance
attached to the PROs' quality assurance responsibilities. Recent
legislation requires that they devote a "reasonable proportion"
of their activities to their quality assurance responsibilities.
They are also required to extend their review activities to
competitive medical plans and health maintenance organizations,
and to post-acute and ambulatory care settings. 61 The PROs will
soon begin to issue payment denials for substandard quality of
care. A total of fifty-four PROs monitor quality in statewide
areas; funding for the 1986-1988 contract period is $354 million.

The quality evaluation process includes evaluations directly
by the PROs, HCFA staff validations, and further review by an
independent organization engaged by HCFA to validate on a
nationwide basis the appropriateness and accuracy of medical
determinations made by the individual PROs.

The methods PROs use to evaluate quality are outlined below,
along with a discussion of information sharing between PROs and
other entities, and the relationship between PRO quality review
and the tort liability system.

1. How PROs Began Their Reviews

In developing the PROs' tasks for their initial contracts in
1984, HCFA had to balance two somewhat inconsistent objectives.
It had to specify required tasks so that the agency could monitor
performance against explicit numerical goals, while at the same
time allowing PROs enough flexibility to identify and attack
local problems. HCFA's solution was to require PROs to propose

bUThey are established under title XI, part B of the Social
Security Act, 42 U.S.C. §§ 1320 through 1320C-12 (1982).

61Social Security Act § 1154(a)(4), 42 U.S.C. §§ 1320c-
3(a)(4), as amended by the Omnibus Budget Reconciliation Act of
1986, Pub. L. No. 99-509, sec. 9353, 100 Stat. 1874, 2044.
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one or more measurable objectives for each of five quality goals.
The five goals were:

(1) Reduce hospital readmissions resulting from substandard
care provided during the prior admission;

(2) Assure provision of medical services that, if not
performed, have a "significant potential" for causing
"serious patient complications;"

(3) Reduce avoidable deaths;

(4) Reduce unnecessary surgery; and

(5) Reduce avoidable postoperative or other complications.

To establish baseline figures, PROs sampled state-wide
health care services and chose the procedures or conditions on
which to focus, along with numerical targets, based on the five
quality goals. PROs also provided validation of the local
importance of each goal.

PROs chose objectives appropriate to their localities; there
was a wide variation in proposed targeted procedures or
conditions. In some cases, objectives were based on data about
procedure use or specific practitioners; in other cases, such as
"avoidable mortality," local rates were compared with national
rates. In keeping with the intended local focus of the program,
state-wide PROs subcontracted with regional PROs and delegated
some activities to individual hospitals.

In developing their criteria, the PROs took national
criteria for generally recognized services and care for specific
diagnoses and procedures and adapted them to meet the needs of
local practices. When adverse outcomes were observed, the
patterns of care in question were compared to the typical
patterns of treatment in the PRO area, or national norms if the
former were not available. A variety of strategies were then at
the PROs 1 disposal to effect quality improvements, ranging from
intensified review to formal sanctions.

2. The Follow-Up: Educational, but Punitive if Necessary

The basic intention of the program was that PROs were to be
educational rather than punitive, although there are inherent
tensions in a program which seeks to be educational but at the
same time can take administrative action to remove a physician
from practice among Medicare beneficiaries. PRO intervention
usually entails monitoring performance, educating providers and
providing feedback, with continued review. For example, one PRO
proposed to reduce unnecessary surgery through the use of
continuing education and staff development courses and specific
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education recommendations from a quality assurance committee.
Another proposed to use written communications, intensified
retrospective review, physician education, face-to-face meetings
with providers, and finally, formal sanctions.

Nurses or other trained health care professionals usually
conduct the initial medical record reviews and refer potential
problems to physicians who examine these cases more closely and
decide on appropriate action. Only a "substantial violation in a
substantial number of cases" or a "gross and flagrant violation
in one or more instances" warrants sanctions. In either case, a
physician or hospital is given at least one chance to respond to
PRO allegations of substandard quality before making a sanction
recommendation. Based on a PRO'S recommendation, the HHS Office
of Inspector General can impose the sanctions discussed
earlier. 62

3. Evolution and Expansion of PRO Review

HCFA's original instructions to the PROs were modified in
light of experience. First, pre-specified goals such as "reduce
avoidable deaths" forced the PROs to find quality problems to fit
into specific categories rather than to identify problems
independently. This left some of the most locally serious
problems unaddressed. Second, since PROs used their own
methodology to establish baseline and target figures, there was
no way to check whether targets, which varied widely among PROs,
were reasonable.

A review of the PRO program by an independent organization
of physicians and other health care professionals engaged for
that purpose, SysteMetrics Inc. (the "SuperPRO") , led to a
revision of HCFA's original approach. 63 SysteMetrics reviewed
cases against a set of criteria (called "generic quality
screens") designed to identify potential instances of poor
quality. These criteria are intended to identify potential
quality problems without specifying in advance what these
problems should be. HCFA is now requiring that the individual

62 In the period April 1985 (when the regulation governing
the PRO sanction process was published) to May 1987, PROs
referred 121 cases to the OIG, which processed 92. Of these, 46
resulted in exclusion from the Medicare program, 24 resulted in a
monetary penalty, 24 were rejected, and 29 are pending.

63HCFA also used the results of these evaluations to
terminate several contracts before their expiration, and about
half of the PROs have not had their contracts automatically
renewed for the 1986-1988 contract period. This continual
assessment of PRO efforts has resulted in a peer review program
that is more centrally directed than the earlier PSRO program.
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PROs use these generic quality screens in their reviews. This
should help PROs to identify and remedy a broader range of the
most serious problems in a particular location.

Specifically, HCFA now requires PROs to (1) use generic
quality screens against every case reviewed by PROs (on average
about 25-30 percent of all Medicare admissions) ; (2) review the
appropriateness of all readmissions that occur within thirty-one
days after a previous related discharge, rather than the seven
days specified earlier; and (3) review with special attention
hospitals with higher than average discharge or mortality rates,
cases with higher than average length of stay or cost within a
diagnostic-related group, and practitioners with a history of
quality of care problems.

The generic quality screen process consists of review for
six elements, applied to every case the PRO reviews:

(1) Adequacy of discharge planning;

(2) Medical stability of the patient at discharge;

( 3 ) Death

;

(4) Nosocomial infection;

(5) Unscheduled return to surgery within the same admission
for the same condition as the previous surgery; and

(6) Trauma suffered in the hospital.

To establish baseline figures, PROs will initially apply
these screens to a 3 percent random sample and then propose
target reductions of quality problems to be achieved throughout
the contract. Thereafter, every PRO case will be reviewed
against all six screens. Any case identified by at least one
screen will be referred to a PRO physician reviewer who will
determine whether a quality problem exists.

The additional new activities required by statute, discussed
above, will strengthen and extend PRO quality review efforts.
PROs are now also specifically required to review all written
beneficiary complaints about substandard quality of services and
inform the individuals of the final disposition of their
complaint.

4. PRO Quality Information: Who Can Use It?

The relationship of the PRO quality assurance process to
other processes such as the professional liability system and the
credentialing system depends heavily on the flow of information
among these systems. Some understanding of the use of infor-
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iiiation by PROs is important in understanding the relationships
and in developing new modes of cooperation.

PRO disclosure of information is controlled by statute and
regulations. 64 They specify with some precision what information
identifying patients or practitioners PROs must disclose to state
agencies on their own initiative, what they are required to
disclose upon request, what they may volunteer without a request,
and what they are forbidden to disclose. The regulations make
distinctions for disclosure purposes among information
identifying specific patients, information identifying individual
physicians or other practitioners, and information identifying
institutions, such as hospitals. These are the specific
disclosure rules relevant to credentialing and professional
liability:

o The only situation in which a PRO is obligated to
disclose information without a request is to state and
local public health officials when the PRO determines
that disclosure of that information is necessary to
"protect against a substantial risk to public health;"

o A PRO is required to disclose information to the state
licensing board or state and local public health
officials upon request, but only to the extent that the
information is needed to carry out the functions of
these agencies. Recent legislation extended this
requirement to requests from national accreditation
bodies. Copies of information identifying physicians
and institutions can be given to these requesting
organizations; information with patient identifiers can
only be viewed by them at the PRO office; and

o PROs may volunteer to disclose any quality information
identifying physicians or institutions (but not
patients) to the above noted agencies, without a
request.

o There is some information the PRO is required to
disclose if anyone at all asks for it: the criteria
used for initial screening of cases, data about
institutions that does not identify individual patients
or practitioners, and aggregate statistical
information.

There are indications that states are not taking advantage
of their ability to obtain PRO information available to them, nor
are PROs taking the initiative to disclose this information to

54Social Security Act § 1160, 42 U.S.C. § 1320c-9 (1982). and
42 C.F.R. Part 476 (1986).



state boards. The OIG report on medical licensure and discipline
discussed earlier asserts that state boards likewise do not
typically inform PROs of their formal disciplinary actions. It
recommends that the PROs be required to report more extensively
and on a more timely basis to state licensing boards "cases
involving physician misconduct or incompetence. 1,65

Several factors may explain this lack of communication. The
cost of obtaining information from PROs, who often have to put
forth considerable administrative effort to comply with requests,
and the requirement for on-site examination of quality review
studies, may discourage resource-strained state agencies from
obtaining this information. In addition, PROs might have
concerns about redisclosure of confidential information once it
is in the hands of other agencies, even though there are
regulatory restrictions on redisclosure. Finally, PROs and
states may distrust how the other will interpret and use
confidential quality information that they have gathered.

The likely use of PRO information in malpractice litigation
is limited. The regulations for use of PRO information are clear
that, beyond the required disclosure to the state licensing,
public health, and fraud and abuse agencies, information
identifying physicians may be disclosed without the physicians'
consent only to the institutions in which they practice. The
underlying statute prohibits information that identifies
patients, including quality review studies, from being subpoenaed
in a civil action.

°

6 However, notification by PROs to patients
when they deny payment for substandard care, discussed below,
will as a matter of course disclose the PRO'S conclusion that a
particular physician's care was substandard in the case involved.

5. Denial of Reimbursement

The PROs will soon begin denying Medicare payments when they
find substandard quality of care and will inform the beneficiary
when reimbursement is denied. 67 This offers the possibility that
patients who receive such a notification will begin to question
more generally the value and quality of their medical care. To
the extent that patients were not previously aware of a quality

650ffice of Inspector General, U.S. Department of Health and
Human Services, Medical Licensure and Discipline, An Overview
15, 18 (1986)

.

66Social Security Act § 1160(d), 42 U.S.C. § 1320c-9(d) (1982).

67Social Security Act § 1154(a)(2) and (3), 42 U.S.C. §

1320c-3 (a) (2 ) and (3), as amended by the Consolidated Omnibus
Budget Reconciliation Act of 1985, Pub. L. No. 99-272, sec. 9403,
100 Stat. 82, 200 (1986).
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problem, this type of notice could also generate new malpractice
claims against physicians.

Once PROs begin issuing payment denials for substandard
quality, the issue of whether or not state licensing authorities
should routinely be notified of such denials will have to be
addressed. The OIG report on physician licensure and discipline
expressly recommends that PRO regulations and Medicare carrier
instructions be amended to require more extensive and timely
reporting to state licensing boards of cases involving physician
misconduct or incompetence." 8

D. Quality Assurance in Health Maintenance Organizations

Health maintenance organizations (HMOs) are prepaid health
plans in which patients pay in advance for health care to be
delivered either by a salaried staff or by member physicians
operating out of their own offices. Their development has been
fostered by the Federal government. Legislation enacted in 1973
provided initial funding and established a program under which
HMOs could become "Federally qualified" and as a result obtain
certain competitive advantages. More recently prepaid health
plans have been actively encouraged through efforts to enroll
Medicare beneficiaries in them. 6 * From the beginning of this
effort, formal mechanisms for quality assurance have been a
significant part of the program, and the statute requires that
each HMO, to secure and maintain Federal qualification

have organizational arrangements, established in accordance
with regulations of the Secretary, for an ongoing quality
assurance program for its health services which program (A)
stresses health outcomes, and (B) provides review by
physicians and other health professionals of the process
followed in the provision of health services. 70

Implementing regulations for different forms of prepaid
health plans give more precise requirements. The regulation

680ffice of Inspector General, U.S. Department of Health and
Human Services, Medical Licensure and Discipline. An Overview 18
(1986) .

69For Medicare beneficiaries, another form of prepaid health
plan, the competitive medical plan (CMP) was developed, with
financial and other features appropriate to their beneficiary
populations. The quality assurance aspects of the CMPs do not
differ from those of HMOs more generally.

70Public Health Service Act § 1301(c)(7), 42 U.S.C. §

300e(c)(7). The provision dates from the original HMO Act, Pub.
L. No. 93-222, sec. 2, 87 Stat. 914, 916-17 (1973).
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calls for a program which stresses "health outcomes to the extent
consistent with the state of the art;" review by physicians and
other health professionals of the process followed in providing
services; systematic data collection of performance and patient
results, interpretation of the data to practitioners, and the
institution of needed change; and written procedures for remedial
action whenever inappropriate or substandard services have been
provided or needed services have not been provided. 71 More
detailed technical guidance by HCFA includes suggestions for
specific quality monitoring activities and techniques, and urges
HMOs to use "additional criteria beyond state licensure,"
including history of numerous malpractice actions, revocation or
suspension of license, criminal convictions, suspension of
privileges, and censure by medical societies, in determining
whether to select physicians for participation. 72

Quality assurance activities in HMOs will be further
enhanced by the new requirement for PROs to include HMOs within
their review, as discussed above, and by the development (in 25
states) of quality review organizations (QROs) especially
designed to review care in HMOs. To date, Federal oversight of
quality in HMOs has consisted of assuring that the HMO has its
own properly-operated quality assurance program; the PRO and QRO
reviews will mean that an outside organization will conduct an
independent review of care within the HMO. In addition, HMOs are
included among the "health care entities" which must report
certain privileging actions to the data bank established by the
Health Care Quality Improvement Act of 1986; they may, but are
not required to, query the data bank about physicians. 73

E. Risk Management Activities

Traditional medical peer review for quality assurance has
been joined in recent years by structured programs, called risk
management programs , that gather information on injuries, actual
or potential, and use the information to develop actions or
interventions to reduce risk.

Traditional quality assurance through peer review is an
element of such a program, but the activity takes many forms.

7142 C.F.R. §§ 110.108(h) and 417.418 (1986).

720ffice of Prepaid Health Care, Health Care Financing
Administration, U.S. Department of Health and Human Services,
Quality Assurance Guidelines for Health Maintenance Organizations
and Competitive Medical Plans (DRAFT) 15 (July 25, 1986)

.

73Sections 423, 427(a), and 431 (4) (A) (ii) and (10), 42
U.S.C. §§ 11133, 11137(a), and 11151 (4 )

(A) ( ii) and (10).



Formal categorization of them is difficult, but they might
usefully be described as falling into these types:

o Institutional programs which identify risks within an
institution such as a hospital or HMO, and seek to
control them.

o Formal professional activities to establish standards
for medical practice, adherence to which is expected to
reduce avoidable medical injuries and resultant
litigation.

o Professional educational activities to improve
physicians' knowledge, with particular emphasis on how
to avoid the medical injuries that may give rise to
malpractice litigation.

1. Institutional Risk Management Programs

Formal programs in institutions are what is usually meant
when the term risk management is used. One author defines it as:

The process of applying sound management technique to
identification, assessment and resolution of problems to
prevent medical mishaps, and minimize the adverse effects of
injury and loss to patients, employees, visitors and the
hospital corporation. 74

Risk management in this context includes traditional quality
assurance by peer review, but typically goes beyond quality of
care as rendered by particular physicians to address
institutional and structural issues, such as physical and
environmental elements; equipment and supplies; systems and
organizational aspects; and human factors, such the procedures
for selecting and evaluating staff.

Part of its task is to see that the control mechanisms that
do exist are in fact used, e.g., that records of physician
discipline like the DDB are queried and brought to bear on staff
choices. Many hospitals and other institutions have formal risk
management programs, and almost 4,000 risk management
professionals are working in such settings. 75 There is an
American Society for Hospital Risk Management within the American
Hospital Association; it serves as the professional organization

/4Holzer, Current Concepts in Risk Management , in Analysis
of Anesthetic Mishaps, 22 International Anesthesiology Clinics 98
(1984).

75Anderson, Hospitals Buckle Down on Risk. Mull Different
Kinds of Insurance . Modern Healthcare, May 9, 1986, at 77.
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for these specialists. 76 Some malpractice insurers require that
hospitals have such programs. Several states have enacted
legislation requiring hospitals and other health care
institutions to have formal risk management programs. 77

2. Professional Guidelines and Standards.

Physicians, in their search for more effective treatments
and better outcomes for their patients, have devoted increased
efforts to gathering data and developing organized efforts to
reduce or eliminate avoidable medical injuries. It seems clear
that part of the motivation has been the desire to avoid the
financial effects of malpractice claims arising from such
injuries. One institutional system approach to this has been the
development of standards for patient monitoring during
anesthesia, for the nine component teaching hospitals of the
Harvard Medical School. The suggestion for the standards came
from Harvard's self-insurance entity which expressed concern
"about the number of incidents and claims and associated
indemnity involving anesthesia care during the period 1976
through 1984.

"

78 An article in the Journal of the American
Medical Association explaining the standards, and a related
editorial, acknowledged the traditional resistance of physicians
to adherence to standards of practice that prescribe specific
details of their day-to-day conduct of medical care.

In the particular instance in question, physician acceptance
of the standards was high, because the general goal was
desirable, many were already conducting themselves in accord with
the standards, and there was a potential for reduction in
malpractice claims and premiums. The editorial does note that
such standards cannot easily be carried outside their own
environment, and that it would not be wise to impose them
elsewhere without the anesthetic practitioners having been
involved in the establishment of the standard. 79 More generally,
the American Society of Anesthesiologists has issued Standards
for Basic Intra-Operative Monitoring.

Standards of this type are becoming relevant to the
underwriting of insurance. For example, the Massachusetts

76 840 North Lake Shore Drive, Chicago, Illinois 60611.

77 Florida, Kansas, Massachusetts, Maryland, New York, and
Rhode Island.

78Eichorn, Standards for Patient Monitoring During
Anesthesia at Harvard Medical School , 256 J. A.M. A. 1017 (1986)

.

79 Id. at 1020, and Hornbein, The Setting of Standards of
Care , 256 J. A.M. A. 1040 (1986)

.
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malpractice insurer, the Medical Malpractice Joint Underwriting
Association of Massachusetts, provides a premium discount for
anesthesiologists who use certain equipment in all cases where
their use is recommended by the standards of the American Society
of Anesthesiologists.

3 . Educational Activities

Elaborate continuing education programs have long been an
element of the medical profession. The increased concern about
malpractice litigation and insurance premiums have motivated the
development of programs geared specifically toward teaching
physicians how to avoid liability-generating behavior, and, in
some instances, to reduce the risk of suit and limit recovery
when there in fact has been negligent behavior.

F. Defensive Medicine

Among the many reactions to malpractice suits and the
increase in liability premiums has been a phenomenon described as
defensive medicine . It is variously defined; one authority
defines it as:

"[A] deviation from what the physician believes is sound
practice and is generally so regarded, induced by a threat
of liability " 80

A deviation from sound medical practice can mean either
performing medically unnecessary tests and procedures, or failing
to perform medically necessary tests and procedures, solely
because of a fear of legal liability. When used in the former
sense, it is deplored as an unfortunate non-medical factor that
inappropriately dictates medical choices and adds substantial
unnecessary costs to the nation's medical bill.

The estimates of its cost vary widely, and definitional and
methodological problems are acknowledged by those making the
estimates. Recent estimates by staff of the American Medical
Association put the cost of "practice changes in response to
increased claims risk" at $10.6 billion per year. 81 The Health
Care Financing Administration, using an assumed annual national

80Hershey, The Defensive Practice of Medicine. Mvth or
Reality , 50 Milbank Memorial Quarterly 69-97 (1972)

.

81Reynolds, Rizzo, and Gonzalez, The Cost of Medical
Professional Liability , 257 J. A.M. A. 2776 (1987) . An earlier
estimate of $10.2 billion is analyzed in Zuckerman, Koller, and
Bovbj erg , Information on Malpractice: A Review of the Empirical
Research on Major Policy Issues , 49 Law & Contemp. Prob. 2, at
85, 108 (1986).
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volume of defensive medicine costing $10.2 billion from an
earlier estimate, calculated that the cost to the Medicare
program of defensive medicine in Fiscal Year 1987 would be $2.5
billion.

The AMA survey on which the recent estimate is based asked
physicians about four types of practice changes in response to
increasing professional liability risk: (1) increased record-
keeping; (2) ordering more diagnostic tests or treatment
procedures; (3) increased time spent with patients; and (4)
increased follow-up visits. The cost of more diagnostic tests or
treatment procedures is not included in the estimate, but the
other three factors physicians were asked about were estimated to
be adding $4,600 per year per physician to the costs of care in
1984. 82

Precise analyses of the purpose and meaning of particular
actions identified as defensive medicine is difficult. Services
in excess of the norm (not quantified in dollar terms in the
study) assuming that there is a norm for each situation in which
services are ordered, may result from many causes other than
liability concerns. They may come from a lack of familiarity
with the specific complaint, from efforts to increase revenues,
or from other factors.

The actions in question may improve the quality of care, or
may have no medical utility and be taken only to decrease the
chance of suit or decrease the chance that a suit will succeed.
To the extent that they improve quality they should be welcomed,
and from the patient's standpoint some of them (like more time
spent with patients) appear desirable. Any such changes in
practice must be evaluated in terms of their relative benefit.
An editorial in the Journal of the American Medical Association
commenting on the latest estimate of the cost of defensive
medicine notes that it is not clear that many of the identified
practice changes are actually beneficial. 83 To the extent that
the changes do not result in improvements in the quality of care,
but are merely economically-wasteful responses to the threat of
liability, they amount to an inefficient and exaggerated form of
risk management.

° 2Reynolds, Rizzo, and Gonzalez, The Cost of Medical
Professional Liability . 257 J. A.M. A. 2776 (1987) and Reynolds,
Rizzo, Gonzalez, Department of Medical Practice Economics, Center
for Health Policy Research, American Medical Association, The
Cost of Medical Professional Liability 23 (1986)

.

83Harris, Defensive Medicine: It Costs, but Does it Work? ,

257 J. A.M. A. 2801, 2802 (1987) .
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Defensive medicine can also mean failure to perform
medically necessary tests and procedures because of a fear of
legal liability. In this sense, defensive medicine has not been
as well-studied, but there are increasing reports of physicians
refusing to treat medically "high risk" patients.

G. Legal Protection for Peer Review Activities

One systematic barrier to aggressive peer review for quality
assurance has been the concern of physicians that they may
subject themselves to litigation and legal liability for actions
they take against fellow physicians. Their concern is not
without foundation: the issue of such liability has been the
subject of considerable litigation as well as of legislative
attention. The issue may arise for physicians who report
colleagues to a licensing or peer review body, for those who
testify against colleagues, and for those who serve on licensing
bodies, on PROs, and on hospital committees.

The latter class of reviewers have been subjected to fairly
considerable legal attention from the disgruntled subjects of
disciplinary and peer review activity. The legal foundations for
suits against such physicians have included claims that discipli-
nary actions have been taken without due process, defamation
actions (libel and slander) , discrimination and civil rights
actions, and charges under the Federal antitrust laws. 84

In order to encourage vigorous review of the quality of
care, the majority of states have provided persons participating
in the hospital peer review process with certain protections
against legal proceedings under state law. The Maryland statute,
for example, provides that

a person who acts in good faith and within the scope of
jurisdiction of a medical review committee is not civilly
liable for any action as a member of the medical review
committee or for giving information to, participating in, or
contributing to the function of the medical review
committee. 8 ^

All of these statutes, commonly called "shield" statutes,
have three basic requirements: (1) that the statements be made in
good faith, without malice, with a reasonable belief that they
are true; (2) that the physician has exercised reasonable
judgment in attempting to determine that the statements are

8

4

Curran, Law-Medicine Notes, Medical Peer Review of
Physician Competence and Performance: Legal Immunity and the
Antitrust Laws . 316 N. Eng. J. of Med. 597 (1987)

.

85Md. Health Occ. Code Ann. § 14-512 (a) (3) (1981).
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indeed true, and (3) that the statements in question are within
the scope of jurisdiction of the peer review committee. 86 But
the types of proceedings covered, exemptions, and other details
of the statutes differ from state to state.

Related to the protections for members and also intended to
encourage frankness, but somewhat different in concept, is legal
protection against discovery or evidentiary use of the
proceedings of peer review committees. Many states also have
such protections, although in many instances physicians may
obtain access to such records when they are legally challenging
denial of privileges. Patients, on the other hand, are typically
prevented from obtaining and using such records in malpractice
proceedings

.

87

Most state practice acts dealing with licensure and
disciplinary proceedings provide immunity, similar to that for
hospital review committees, to licensing board members and
persons making reports to or testifying before the boards, and
some provide confidentiality protection for reports to boards. 88

The FSMB Essentials recommends such protection. 89

With respect to PROs, Federal law provides similar
protections for them and their employees and consultants, and
requires the Secretary to pay for the defense of any suits
against them. The PRO and others must be acting in good faith
and within the scope of their duties. 90 The confidentiality
requirements, discussed above, also serve to protect the
deliberations within the PROs. 91

86See Rasinski, Immunity for Physicians in Peer-Review
Committees , 11 Legal Aspects of Medical Practice 9 (1983)

.

87There is an account of the confidentiality protections for
peer review records and a critique of their application to
prevent malpractice plaintiffs from using them in Goldberg, The
Peer Review Privilege: A Law in Search of a Valid Policy, 10 Am.
J. of Law & Med. 151 (1984)

.

88Federation of State Medical Boards, Exchange (Section 3)

at 32 and 33 (1987)

.

89The Federation of State Medical Boards of the United
States, A Guide to the Essentials of a Modern Medical Practice
Act 24 (1985)

.

90Social Security Act § 1157(a), (b), and (d) , 42 U.S.C.
§ 1320c-6(a) , (b) , and (d) (1982).

91Social Security Act § 1160, 42 U.S.C. § 1320C-9 (1982).
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More recently, some additional protection of the peer review
process has been embodied in the Health Care Quality Improvement
Act of 1986. 92 In addition to the malpractice, privileging, and
disciplinary reporting system discussed earlier, this statute
provides new protections for certain local peer review
activities. It provides immunity against liability under state
and Federal law for professional review actions undertaken in
good faith by hospitals, HMOs, and professional societies, when
based on the competence or professional conduct of a physician.
However, the protection is not absolute. It does not protect
against actions under civil rights laws, or against certain state
restraint of trade actions. There are requirements designed to
assure that inappropriate actions based on factors other than
professional competence are not protected against redress. The
law also provides protection for anyone giving information to a
professional review body regarding the competence or professional
conduct of a physician. To further deter non-meritorious
challenges to professional review actions, courts may award the
costs of litigation, including attorneys' fees, if the defendant
substantially prevails and if the claim, or the claimant's
conduct during the litigation, is frivolous, unreasonable,
without foundation, or in bad faith.

States are free to opt out, through legislation, of this
protection for actions under state law, or to make it effective
earlier than the general effective date of October 1989. Entities
can lose the protection by failing to comply with the reporting
requirements with respect to disciplined physicians elsewhere in
the law.

H. The Relationship of Quality Assurance to Malpractice

As with the credential ing system, the quality assurance
system and the professional liability system are related, but
have their own spheres of action. Quality assurance activities
can be expected to lessen the number of avoidable adverse
outcomes, and thus malpractice claims, through several avenues:

o To the extent that quality assurance mechanisms can
deter substandard physician performance, the incidence
of avoidable medical injuries should be reduced,

o Peer review actions by hospitals and quality
information generated by PROs can be used by state
licensing boards to identify and rehabilitate, or
remove from practice, if appropriate, physicians who
have given substandard care, thus reducing the risk of
avoidable injury.

92 Secs. 411-416, 431, 42 U.S.C. 11111-11115, 11151.
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o PRO utilization review may have ancillary quality
benefits as the misutilization of services is reduced.

To date, it does not appear that information from PRO
quality reviews has been used as evidence to support or defend
against malpractice claims. But as PROs continue to develop data
about institutional providers on quality issues, such as
mortality rates (which are publicly available) , and as they begin
to notify beneficiaries of payment denials because of poor
quality care, it is likely that some results of PRO activities
will be used in the professional liability context. The
existence of these data, while leading to improvements in quality
of care, may also lead to suits that would not otherwise have
been filed as patients' acuity to the quality of care increases.

IV. Public Attitudes Toward Medical Care, and Physician
Attitudes Toward Professional Liability

Consumers of medical care may in many instances have
unrealistic expectations concerning the outcome of medical
interventions. Patients may envision a particular medical result
and be disappointed when such an outcome is not achieved, through
no fault of the treating physician or the health care system.
This sense of disappointment may contribute to the filing of
malpractice claims against physicians.

The development of patient expectations regarding medical
care is not well understood. Psychological and social factors
are involved in determining what patients expect from medical
treatment. An important social factor is that the momentum of
technological accomplishments in the field of medicine creates
the belief that medicine can literally work miracles in every
case. The electronic and print media contribute to unrealistic
expectations by emphasizing dramatic scientific breakthroughs
without any mention of the normal delay in bringing new
technologies to the bedside, or the inherent risks and adverse
effects involved in their use. The result is that many health
care consumers remain unaware of the limitations of medical
science. Unless consumer perceptions are corrected, medical
treatment will continue to be viewed as a risk-free activity.

Ideally, effective communication between patient and
physician through the informed consent process should make
patients aware of all the ramifications of treatment options and
develop a realistic view of the probabilities of success.
However, in practice, this communication may not fulfil these
goals. First, physicians need to communicate fully with their
patients regarding the inherent risks of a particular medical
intervention. But there are profound psychological factors in
the physician-patient relationship which r.ake this communication
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difficult. 93 Second, since most patients are generally unaware
of the basic complexities of medical science, statements of the
risks and benefits of a proposed treatment which presume a broad
medical knowledge base may not succeed in informing the patient.
But the process for patient decision-making may not always take
into account the psychological factors influencing patient
understanding, and the patient's need to know the capabilities of
medical science in general as well as to know the risks and
benefits associated with particular treatments.

Regardless of the exact genesis of inflated patient
expectations or unrealistic perceptions about medical
intervention, the failure to attain a perfect medical result can
lead to a malpractice claim. Even though imperfect results may
represent an appropriate outcome under the medical circumstances
of a particular case, unrealistic patient expectations can lead
to an attempt to fix blame on the physician or the health care
institution.

Analogous problems exist with regard to physicians'
expectations about the professional liability system. Health
care providers may not fully appreciate the nature of the legal
system as a mechanism of social dispute resolution, with all the
limitations inherent in any human decision-making system. Just
as patients should understand the capabilities and limitations of
medical intervention, so should physicians understand the legal
system. Physicians, as others, are often confused by the
operation of the legal system. In addition, their contacts with
the professional liability system are usually unpleasant.
Providers are typically defendants, subjected to deposition,
cross-examination, and professional embarrassment during the
course of a malpractice lawsuit.

In sum, physician expectations about the professional
liability system are often as unrealistic as their patients'
expectations about medicine.

9,3See J. Katz, The Silent World of Doctor and Patient (1984)
for a discussion of patient-physician communication.
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PART III

CHAPTER TWO

PROFESSIONAL LIABILITY

Chapter Two addresses the current state of the law of
professional liability and the medical malpractice legal system.
Section I is an overview of the traditional elements comprising
medical malpractice law, Section II reviews the significant
legislative changes made to some of these elements in recent
years by various states, and Section III describes alternatives
to tort litigation.

I. OVERVIEW OF MEDICAL MALPRACTICE LAW

A. Introduction

Law places the power of the state at the command of judges
to punish persons whose acts adversely affect the public (the
area of criminal law) , and to redress injuries suffered by
private individuals from the acts or omissions of other
individuals (the area of civil law) . The latter category of non-
criminal wrongs embraces those which arise out of contract, i.e.,
a voluntary consensual arrangement, and those which arise out of
duties imposed by law upon an individual to conform with certain
standards of behavior. Modern medical malpractice law has its
roots in this last area of law, known as torts.

If a person injures another and the injured party wishes to
obtain monetary compensation for the injury, he or she brings an
action in tort. There are basically three types of torts.
First, are the intentional torts. If A hits B on the nose with a
fist or if a physician in the course of an operation performs
additional surgery without consent, an action in tort, called
battery, may exist. Second, are negligence-based torts, i.e.,
those that result from the failure to exercise the care of a
reasonably prudent person. If A carelessly runs over B with an
automobile, or if a surgeon fails to exercise due care and
transects a nerve during an operation, the legal action is based
on negligence. Third, are the torts of strict liability or
liability without negligence. While the third type of tort
usually does not result in liability for physicians and
hospitals, it is playing an increasing role in personal injury
compensation. If A manufactures a defective ladder which B
purchases and uses causing injury, or if an instrument
manufacturer fabricates a scalpel that breaks in normal usage and
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injures a patient, liability may be imposed on the manufacturer
without the need of proving negligence. 1

B. Basic Elements of Medical Malpractice Liability

Most malpractice suits against physicians and other health
care providers are based upon a claim of negligence. The five
concepts fundamental to any negligence action—a duty, a standard
of conduct, breach of that standard, proximate cause
and damage or injury—have been adapted to the special issues
encountered in medical malpractice suits against physicians. In
a medical malpractice action based on negligence, the evidence
presented must establish:

(1) the existence of a duty to the patient on the part of
the physician;

(2) a standard of due care, i.e., that degree of care and
skill expected of a medical practitioner, in the
specialty, and acting in the same or similar
circumstances

;

(3) the failure of the physician to meet this standard of
care

;

(4) that injury or damage occurred; and

(5) that the physician's failure to meet the standard of
care was a proximate cause of the injury.

Since a major portion of all medical care is delivered in a
hospital setting, a hospital is also subject to the same
principles of medical malpractice law. A hospital, as a legal
entity and potential defendant, does not, usually, have the
capacity to act negligently or otherwise. Its actions are
normally performed by people for whom it is legally responsible
under the doctrine of respondeat superior—the master or
principal is responsible for the actions of its servants or
agents performed in the course of their duties. Hospital
officers and employees, such as office managers, nursing staff,
technicians, security and janitorial personnel, are clearly
persons for whose conduct the hospital bears responsibility.

Physicians with admitting privileges, but not employed by
the hospital, are referred to as independent contractors. The
hospital is not generally considered responsible for the

1See generally . J.W. Wade, A Survey of the Common Law Basis
of Liability for Medical Malpractice , Legal Medicine 2 (A.E.
James ed. 1980)

.
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negligent actions of these physicians. 2 There are, however,
exceptions to the independent contractor rule. If a hospital,
for example, does not place a patient on notice that the
physician whom the patient relies upon for treatment is not an
employee of the hospital, the courts have held that the hospital
is liable for the physician's actions even though the physician
may be an independent contractor. 3

A further modification of the independent contractor rule is
effected through the duty of care owed by the hospital directly
to its patients in the selection of physicians entitled to
practice in the hospital. In this situation, a hospital may
become liable for the acts of private physicians it has selected
and appointed to its medical staff and for the granting of
specialized privileges because it owes its patients a duty to use
due care in this selection process. 4

And, of course, if a physician is directly employed by the
hospital, the hospital would be liable for the physician's
negligent act just as it would be for a nurse or any other
employee under the doctrine of respondeat superior.

1. The Physician's Duty

In an action for medical malpractice, the person bringing
the claim has the burden of proving facts which give rise to a
legal duty on the part of the physician-defendant to the patient-
plaintiff. When a physician-patient relationship exists, it
carries with it a duty on the part of the physician toward that
patient.

Ordinarily, the physician-patient relationship arises when a
person seeks medical aid, and the physician agrees to provide
care, presumably with the expectation of a fee. The physician's
duty to the patient is not simply one imposed by contract, that
is, fulfilling a promise made to the patient. The duty imposed
on the physician results because the physician entered into a
particular relationship with the patient. By accepting a patient
for treatment, a physician impliedly warrants that the requisite

2See generally , E.E. Pegalis and H.F. Wachsman, American Law
of Medical Malpractice , Vol. 1, 256 (1980).

3 Irvincr v. Doctors Hosp. of Lake Worth, Inc. , 415 So. 2d 55,
58 (Fla. 1982) (alleged negligent diagnosis and treatment by
emergency room physician that resulted in serious injury)

.

4Johnson v. Misericordia Community Hospital , 301 N.W.2d 156,
171 (Wis. 1981) (action alleging negligence in hospital's
appointment of physicians to its medical staff and in granting
physicians surgical privileges)

.

107



skill is possessed and that it will be exercised with the
requisite care for the safety and well being of the patient. 5

The existence of such a duty is a question of law. 6 The judge
and not the jury, therefore, determines from the facts of the
physician-patient relationship whether or not a duty was created.

A legal duty can also be imposed upon a physician who
undertakes to render medical treatment to another under emergency
conditions. 7 This duty arises out of the "scene of the accident"
cases where a physician renders emergency medical services at the
scene of an accident to an unknown victim-patient and is
characterized as the "Good Samaritan Doctrine." Again the
physician has acted to bring himself into a relationship which
imposes a legal duty on him. In the absence of a statute
modifying the "Good Samaritan Doctrine," to relieve health care
providers of some liability, this legal duty demands the same
standard of care as in the ordinary patient-physician
relationship.

2. The Physician's Standard of Due Care

As with the element of duty, the plaintiff must provide the
basis for determining the standard of due care to which the
physician-defendant must conform. 8 This determination is a mixed
question of fact and law. Usually the jury sets, on the basis of
expert testimony, the standard of due care required by the
physician-defendant with broad guidance from the judge.
While a physician is under a duty to treat patients skillfully,
proficiency in diagnosis and therapy is not the full measure of
that duty. The standard of due care also obligates the physician
to inform a patient properly of the risks of a medical procedure
or treatment in order that the patient may determine the medical
treatment which is in the patient's own best interests.

This doctrine of informed consent is predicated on the
concept that every person has a right to determine what will be
done with his or her own body, and that unless a person who gives
a consent to a treatment or procedure knows of the dangers and of

5 61 Am. Jur. 2d. Physicians, Surgeons and Other Healers.
Duty of Care; Liability for Malpractice . § 202 (1986)

.

6Restatement (Second) of Torts , § 328B (1965)

.

7 Id., § 323.

8For discussion of definition of standard of care see Hood
v. Phillips . 554 S.W.2d 160, 165-166 (Tex. 1977) (action for
injuries suffered from surgery which was not a medically accepted
method of treatment for emphysema)

.
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the degree of danger, a consent does not represent a choice and
is, therefore, not valid. 9

The courts have evolved two standards of disclosure with
regard to informed consent. A majority of the courts limit the
required disclosures of the treating physician to those which a
reasonable medical practitioner would make under the same or
similar circumstances. How the physician discharges this
obligation to the patient is a question of medical judgment and
is presented by expert medical testimony for determination by the
jury. 10

A minority of the courts require that the physician make a
full disclosure to the patient of all material facts relative to
the illness, treatment, surgery, or therapy prescribed or
recommended. It focuses on what information a reasonable patient
in similar circumstances would want to know in order to make a
decision. Expert medical testimony is not needed to establish
the failure to inform. 11

Depending upon which standard of disclosure a court follows,
due care as expressed in informed consent may require the
physician to communicate to the patient information regarding
risks of the treatment. It may call upon the physician who is
confronted with an ailment that does not respond to treatment to
inform the patient. It may obligate the physician to instruct a
patient as to any behavioral limitations to be observed for the
patient's own welfare and as to any treatment that should be
sought in the future. It may require that the patient be advised
of the need for or the desirability of an alternative treatment.
It may demand that the physician inform the patient of any risks
which a suggested therapy may present. 12

Initially, the liability imposed by the failure to present
sufficient information was analogized to the tort of assault and

y 61 Am. Jur. 2d, Physicians, Surgeons, and Other Healers,
Consent to Treatment . § 187 (1986)

.

10Natanson v. Kline , 350 P. 2d 1093, 1106 (Kan. 1960)
(patient sustained injuries as result of an allegedly excessive
dose of radioactive cobalt during radiation therapy)

.

i:LCanterburv v. Spence , 464 F.2d 772, 779-792 (D.C. Cir.
1972) (young man troubled by back pain submitted to an operation
without being informed of a risk of paralysis incidental thereto)

.

12 Id. at 782.
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battery, the non-consensual touching of the patient's body. 13

Today, informed consent is an essential element of the
physician's standard of care. The failure to properly inform
becomes a lack of due care and, therefore, a negligent act.

3. The Physician's Failure to Meet the Standard of Care

Once the duty and the terms of the standard of care required
by that duty have been established, the next question in a
typical medical malpractice case is whether the conduct of the
physician was in accord with that standard. This determination
is conceptually straightforward but problematic in practice.
Evidence regarding deviation from medical custom or practice and
opinions regarding the measure of knowledge and skill required by
the treating physician-defendant must be presented by qualified
medical experts. On this issue, where different conclusions may
be reached because of differing medical opinions, the jury
determines the fact as to whether the physician-defendant
conformed to the standard of conduct required by the law. 14 In
cases where a jury trial is waived, the judge makes this
determination

.

A medical malpractice case can go to the jury without the
benefit of expert testimony when it is self-evident that an
injury would not have occurred but for the negligent act of the
physician-defendant. When this occurs, the courts have applied
the doctrine of res ipsa loquitur , "the thing speaks for itself."
For instance, fault is generally deemed a matter of common
knowledge or self-evident when surgical instruments are
left inside the patient, or a surgeon removes a healthy kidney or
leg instead of the afflicted member. 15

4 . Proximate Cause

An established principle of medical malpractice law is that
the fact of an adverse medical result does not establish the
physician-defendant's liability; the physician's conduct must be
the cause of the injury. The difficulty is in determining when
the cause of the injury is to be considered proximate and when
remote. 16

1JProoth v. Wallsh . 432 N.Y.S.2d 663, 664 (N.Y.Spec. Ct.
1980) (suit for damages arising from an operation based on a
claim of lack of informed consent)

.

14Restatement (Second) of Torts . § 328B (1965)

.

15See Prooth . 432 N.Y.S.2d at 667-668.

1686 C.J.S., Torts. Proximate Cause . § 27 (1985).
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The traditional test for causation in court actions is the
•*but for" test. Under this test, causation exists when it can be
demonstrated that the injury would not have occurred "but for"
the negligent conduct. In recent years, however, the
"substantial factor" test has gained ascendancy in the medical
malpractice area. That is, a force or condition is deemed a
cause of the victim's harm when it was a substantial factor in
causing the injury. 17

In general, the plaintiffs in a court action need not prove
causation conclusively or even to a certainty. It is usually
sufficient if a preponderance of the evidence establishes that
the physician-defendant's negligence caused the patient-plaintiff
to be injured.

Proximate cause is an evidentiary concept and should not be
confused with the scientific concept of direct causation. For
example, evidence which shows to a reasonable certainty that
negligent delay in diagnosis or treatment increased the need for
or lessened the effectiveness of treatment is sufficient to
establish proximate cause. 18

A number of state courts require the additional element of
foreseeability to establish proximate cause. In those
jurisdictions, it is the function of the jury not only to
determine whether the physician's act was a substantial factor in
producing the injury, but also whether the injury was reasonably
foreseeable at the time of the physician's alleged negligence. 19

5 . Damages

Personal injury and wrongful death are the usual issues
which give rise to claims for damages based on medical
malpractice. ("Damages" is used here in the legal sense and is
equivalent to monetary compensation.) Economic damages, such as
past and future medical expenses, and past and future lost
earnings, are in most instances reasonably quantifiable. On the
other hand, establishing a monetary figure which will adequately
compensate a person for pain and suffering, arising from the

1 ' See Restatement , supra , § 431-433 (1965); Prosser and
Keeton, Law of Torts . § 41-45 (5 ed. 1984)

.

18James v. United States . 483 F. Supp. 581, 585 (N.D. Cal.
1980) (physician failed to inform patient of discovery of tumor
during physical examination with resultant spread of cancer)

.

19 Loncf v. Johnson, 381 N.E.2d 93, 101 (Ind. 1978) (failure
to monitor pregnant patient after administration of pitocin
resulting in permanent brain damage to child)

.

Ill



inflicted injury, the loss of a body part, or the loss of a
family member, has always presented inherent difficulty.

Determining the value of non-economic loss is inherently
speculative, and the amount cannot be mathematically computed
with any exactness. For example, while the degree and extent of
pain and suffering may be ascertained on the basis of expert
medical testimony, the dollar value must be left to the jury (or
if a jury trial is waived, to the judge) to determine.

In making the award, the jury typically considers the nature
and extent of the injuries and the suffering occasioned by them,
past20 and future. 21 In addition, the age, health, habits, and
condition of the injured party, before the injury as compared
with the present condition, may be considered. The question is,
what award, under all the circumstances, should be allowed (in
addition to the other items of damage) in reasonable
consideration of the pain and suffering endured and to be
endured. 22

Loss of consortium—when a person is deprived of a spouse

—

is another non-economic element in the spectrum of compensation.
Consortium is the total interaction a husband and wife enjoy
because of their relationship in a marital union. It includes
the right to the society, companionship, love, affection, aid,
services, support, and comfort of the spouse; the right to live
together in the same house, to eat at the same table, and to
participate together in the activities, duties and
responsibilities necessary to make a home. Loss of consortium is
the loss of any or all of these rights. 23

Punitive (also called exemplary) damages are sometimes
awarded in cases where the injury results from a wrongful act
accompanied by some aggravating circumstance of malice, fraud or

20See Caron v. United States , 410 F. Supp. 378, 395-96 (R.I.
1976) (medical personnel administered inoculation to infant
causing severe convulsions and permanent damage)

.

21See Frankel v. United States . 321 F. Supp. 1331, 1338-47
(E.D. Penn. 1970) aff 'd 466 F.2d 1226 (3rd Cir. 1972) (plaintiff
sustained brain damage in automobile accident involving a
government vehicle.)

22 22 Am. Jur. 2d. Damages . § 109 (1986)

.

23Tribble v. Gregory . 288 So. 2d. 13, 17 (Miss. 1974) (wife
sued for loss of consortium after the negligent injury of her
husband)

.
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gross negligence. 24 The generally accepted rationale for
awarding such damages is by way of punishment to the offender and
as a warning or example to others. Some courts, on the other
hand, employ punitive damages as a means of increasing the award
of damages as compensation for the mental stress to the injured
party caused by the wanton or reckless act of the defendant. 25

A controversial principle used in determining the amount of
damages is the collateral source rule. This rule addresses the
question of whether the jury may take into account collateral
sources of income related to the same injury in making the damage
award. In its traditional form the rule prohibits presentation
to the jury of evidence of compensation to the plaintiff from
other sources. If patient-plaintiff is to be awarded damages
from the physician-defendant for the cost of future medical care,
should the fact that plaintiff's separate medical insurance will
pay some or all of these additional costs work to the benefit of
the physician? That is, should the amount of damages payable by
defendant be reduced by any amounts plaintiff is entitled to
receive from other sources? Most courts say no, particularly if
the other sources are the result of money previously paid by
plaintiff, such as would be the case with first-party medical
insurance premiums.

When the source of the collateral payment did not originate
from the plaintiff, but instead is the result of a governmental
program, such as Medicare, or even an employer-provided health
benefit, frequently neither the plaintiff nor the defendant
receives the benefit of a collateral source. This is because in
such cases the collateral source often is subrogated to the
plaintiff's claim. In effect, the defendant pays the full
damages, but duplicate costs accruing to the collateral source
are recoverable from the plaintiff's award. While such subro-
gation is fairly straightforward, the mechanics of implementation
in the context of a lawsuit can become complicated.

C. Time Limitation on Liability

A statute of limitations establishes time limits within
which a court action may be brought. These statutes are founded
on the general supposition that valid claims are not usually
allowed to remain neglected, so that a lapse of years without any
attempt to enforce a demand creates a presumption against the
claim. They are also designed to suppress stale claims from
being asserted when the facts have become obscure through loss of

2

4

Short v. Downs , 537 P. 2d 754, 759 (Colo. 1975) (patient
awarded punitive damages after being injected for breast
augmentation with silicone labeled "not for human use")

.

2525 C.J.S. Damages , § 117(1) (1985).
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evidence, defective memory or death of witnesses. 26 All states
have statutes of limitations applicable to medical malpractice
actions

.

Generally a cause of action for personal injury accrues at,
and the limitations period begins to run from, the date on which
the act causing the injury is committed. However, medical
malpractice lawsuits face difficult statute of limitations
questions because the injury may not manifest itself for several
months or years after treatment or therapy is rendered. A
substantial number of courts have held that a claim accrues
within the meaning of their statute of limitations when the
claimant discovers, or in the exercise of reasonable diligence
should have discovered, the acts constituting the alleged
malpractice

.

2 7

There is no uniform method for determining when an alleged
malpractice should have been discovered. While the case law
talks about discovering the acts constituting the alleged
malpractice, the interpretation of the "acts" has ranged from
requiring only that plaintiff know of the facts which would have
led to the discovery of the alleged malpractice (through
consultation with doctors, attorneys, or the like, without
necessarily obtaining an opinion of malpractice) , to requiring an
opinion of malpractice to start the statute running.

D. Settlements of Claims

Most malpractice claims are settled either before or after a
court action is filed but before trial. A recent study estimated
that nearly 90 percent of medical malpractice claims were settled
before trial. 28

Settlements, like jury or court awards, traditionally have
been paid in a lump sum, utilizing the usual damage elements in
calculating the monetary amount. Recently, however, increasing
numbers of settlements have been made in the form of periodic
payments spread over a number of years. Termed "structured
settlements," these settlements consist of periodic pay-outs of

26 51 Am. Jur. 2d. Limitations of Actions , § 17 (1986)

.

27For discussion of various rules construing statues of
limitations see United States v. Kubrick , 444 U.S. Ill, 117, 125-
26 (1979) (patient at Veterans Administration Hospital suffered a
hearing loss several weeks after the administration of an
antibiotic in 1968; patient filed a claim in 1972 in the face of
a two year statute of limitations)

.

28U.S. General Accounting Office, Medical Malpractice,
Characteristics of Claims Closed in 1984 (April 1987)

.
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amounts tailored to meet the claimant's financial needs. Most
structured settlements are funded through the purchase by the
physician or an insurer of a single premium annuity from an
insurance company. 29 The structured settlement has the
additional benefit of insuring that a claimant who has
experienced a medical malpractice injury is protected from a
financial disaster resulting from the inability to manage a large
lump sum settlement.

E. Process of Determining Liability

1. Claim Processing

The principal function of the attorney when approached by a
potential client with a malpractice claim is assessing the
validity of the claim. It is also necessary to assess the
credibility of the potential client, the acts presented as the
alleged malpractice incident, the problems incident to
establishing liability, and the probable settlement or judgment
value of the claim.

If the claim of injury is plausible, the attorney will
request the person to sign a contract formally establishing an
attorney-client relationship. The terms set out the amount of
the contingent fee payable to the attorney upon successful
settlement or trial and that the client bears the cost of
discovery and of the court costs in the event of an adverse
judgment. The attorney will then inform the client that the
physician will be contacted and that a copy of the client's
medical records will be requested. For this purpose, the client
will sign a document which allows the physician to release the
client's medical records to the attorney. The physician is not
compelled in most jurisdictions at this time to release the
medical records.

The attorney's inquiry to the physician will also include a
request for the name of the physician's insurance carrier and the
suggestion that the physician may wish to notify that carrier or
the attorney who represents the physician that a potential claim
is pending. When the physician notifies that insurance company,
the insurance carrier assumes the task of representing the
physician in relation to the attorney initiating the request.

The medical records are usually provided to the plaintiff's
attorney. With some evidence that an injury occurred, the
plaintiff's attorney may have the client's medical record
evaluated by another physician, or, if the evidence is compelling

29O.P. Carestia, Structured Settlements in Practice 46 Mont.
L. Rev. 25-46 (1985)

.
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from the face of the record, the attorney may resolve the
malpractice issues sufficiently to go forward with the claim. 30

If there is no evidence of injury, the attorney will notify
the client that the medical records do not support a claim for
injury. However, if the claim of injury has merit, the attorney
will discuss the case with the client and determine the losses
suffered. Depending upon the nature and the extent of the
injury, a dollar amount will be expressed for the damages.

The attorney's estimate of the damages will include both the
economic damages suffered by the client (medical expenses, loss
of earnings) , and an estimate of the "cost" of the pain and
suffering resulting from the injury. As a general rule, when the
injury did not result in lasting damage, the pain and suffering
portion of the damages is typically calculated as a multiple of
the total medical expenses, depending upon the duration and the
intensity of the pain and suffering. Admittedly a subjective
calculation, these factors are on the order of two, three, or, in
extraordinary cases, such as those involving multiple or severe
injuries, four or five times the medical expenses. Another
method, albeit substantially limited by the courts, is to give a
value to the number of hours or days the patient suffered as a
consequence of the malpractice injury. 31 Both calculations are
arbitrary and subject to confrontational negotiations.

When the damage to the patient was acute, grievous and
permanent, maney damage calculations are somewhat more comples.
Life expectancy, cost of treatment, cost of patient management
estimates, sums to compensate for pain and suffering of the
client, spouse, and other family members must be reduced to hard
economic terms and translated into financial compensation.

When the damage to the patient was acute, grievous and
permanent, money damage calculations are somewhat more complex.
Life expectancy, cost of treatment, cost of patient management
estimates, sums to compensate for pain and suffering of the
client, spouse, and other family members must be reduced to hard
economic terms and translated into financial compensation.

When these computations are completed, the legal
requirements to support a medical malpractice claim are complete.
An attorney or physician has determined that the available facts
could support the client's contention of injury at the hands of

30See. generally . S.K. Dietz, The Medical Malpractice
System . Report of The Secretary's Commission on Medical
Malpractice: Appendix 87 (1973)

.

31See generally . M. Minzer, Damages in Tort Actions . 1

Matthew Bender 4 (1984)

.
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the physician; the client was injured; and a sum has been
determined which could make the client "whole."

2 . Settlement Considerations

A recent study indicates that approximately 38 percent of
medical malpractice claims were settled before a court suit was
filed and approximately 50 percent were settled after suit was
initiated but before trial.-32

Settlement is possible at any point during the claims
process and up to the moment before a verdict is announced.
Whether or not to settle is influenced by a host of intangible
factors. Chief among these are: the past record of the trial
judge, the abilities of plaintiff's counsel, the abilities of
defense counsel, the sympathy factor, aggravated fact situations
which would inflate the award, the "going price" for a similar
injury in the jurisdiction, the desire to avoid the publicity of
a trial, the personalities of key witnesses, the availability of
resources to try the case, and the existence of a statutory
requirement to submit the claim to a pretrial panel. These
factors cannot be easily quantified, but their existence and
effect on settlement are a part of the reality of negotiations.

An important consideration for any settling plaintiff is the
tax consequences of a lump sum settlement versus a structured
settlement or annuity. Although lump sum settlements or judgment
payments are not income and are not subject to income tax,
interest or other investment earnings derived from a lump sum
settlement fund are subject to normal income taxes.

Annuity payments are exempt from tax liability so long as
there is no constructive receipt of the purchased cost nor
ownership vested in the annuitant. Thus, even though the flow of
annuity payments will include the distribution of some investment
earnings by the insurance carrier, the payments appear to be
exempt from taxation. When relatively large sums are involved,
these considerations can carry great weight.

3 . Court Actions

It is estimated that as little as 10 percent of medical
malpractice claims go to trial. Nevertheless, initiating a court
action can provide powerful information-gathering tools to both
the patient-plaintiff and the physician-defendant.

A civil lawsuit is begun by filing a complaint which usually
provides a concise narrative of the alleged acts or omissions

32U.S. General Accounting Office, Medical Malpractice,
Characteristics of Claims Closed in 1984 (April 1987)

.
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which caused the injuries and the claimed damages. The defendant
is required to file an answer to the allegations made in the
complaint, admitting or denying each allegation, as the case may
be. The answer may also contain facts not mentioned in the
complaint and list affirmative defenses. Affirmative defenses
may include that the action is barred by the statute of
limitations or that the plaintiff contributed to the injury.

After these documents are filed, the pre-trial discovery
process begins. The discovery process is intended to permit each
party full information about the other's case. Such information
may speed settlement and obviate the need for litigation. A
number of procedural devices are available to elicit information
and pertinent documents. Both parties may submit interrogatories
(written questions) which must be answered in writing within a
specified period of time. Requests for production of documents
must be honored. But the most potent tool is the taking of
depositions, whereby both the plaintiff and the defendant,
together with any witnesses, are personally summoned and
questioned by opposing counsel. These sessions are conducted
under oath and recorded by a court stenographer. In addition to
their fact-gathering functions, these depositions may be used at
trial to question the credibility of witnesses or to call into
question the consistency of testimony.

The next phase, the trial, is a familiar scenario. A jury
is selected, if a jury trial was requested. Opposing attorneys
make opening statements as to what they propose to prove. The
evidence of the case is presented by the plaintiff and the
defendant. Depending on the state court, closing arguments are
made either before or after the judge charges the jury,
explaining the law as it applies in this particular case. The
jury deliberates and renders a verdict, on the basis of which the
judge may issue a judgment. The losing party may appeal the
adverse judgment to the appropriate appellate court based on a
claim that legal error occurred during the trial which
substantially affected the outcome of the verdict.

4. Attorney's Role

The function of an attorney acting in the malpractice claims
area, whether representing plaintiff or defendant, is to achieve
the optimum settlement for the client, or in case of a trial to
obtain a favorable judgment. To this end, the client must be
represented aggressively to insure that all evidence is presented
and properly addressed.

From the outset, plaintiff's attorney, for economic and
ethical reasons, must screen potential malpractice cases to
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eliminate non-meritorious claims. 33 If the claim is meritorious,
experts must be marshalled and evidence prepared.

The defense attorney must likewise evaluate the merits of
the claim and make a judgment as to whether the claim should be
settled or pursued to trial. In addition, the physician-
defendant must be counseled as to court etiquette, demeanor,
presentation of testimony and behavior under cross-examination.
If the physician-defendant is insured, the defense attorney must
maintain a diplomatic relationship with the physician being
defended, while also serving the insurance company. Because most
liability insurance contracts limit or abrogate physician control
over negotiation and settlement of cases, 34 the defense attorney
may, at times, be at odds with the wishes of the physician-
defendant. If the insurance carrier determines that it is in its
own best interest to settle rather than go to trial, the defense
attorney, responsible to the physician-defendant's insurance
carrier, will settle even if the physician objects. Even more
conducive to a stress relationship and fraught with possible
adverse economic consequences to the physician-defendant is when
the insurance company decides to refuse a settlement offer within
the limits of the policy and to risk litigation where there is
always the possibility that the final judgment could exceed the
insurance coverage.

Another particular affecting attorney attitudes toward claim
processing is the method of fee payment. Plaintiffs' attorneys
are usually compensated on a contingent fee basis if their
clients receive a settlement or award, e.g., one-third the
recovery at settlement or at judgment or one-half if an appeal is
taken and is successful. If no settlement is reached and
plaintiff loses in court, the attorney receives no compensation
for the services rendered. Defense attorneys, on the other hand,
are paid on the basis of the amount of work performed, regardless
of the outcome of the case. The stimulus for settlement would
appear to be greatest to the attorney on a contingent fee and
least to the attorney on an hourly fee basis.

5. Expert Witnesses

In the typical case, it is essential for the plaintiff to
provide expert medical testimony because, as the party claiming
injury, plaintiff carries the burden of proving the allegations
of negligence and damages. In most cases, without an affirmative

33 See Dietz, p. 95.

34 See generally , M. Kendall and J. Haldi, The Medical
Malpractice Insurance Market , Report of the Secretary's
Commission on Medical Malpractice, Appendix, 508 (1973)

.
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expert witness, the plaintiff cannot sustain a medical
malpractice court action.

On the question of liability, both plaintiff and defendant
will usually call their own expert witnesses. On the question of
damages, on the other hand, plaintiff will usually present expert
testimony, and the defense will rely upon cross-examination of
plaintiff's witnesses to mitigate the costs.

Economists or actuaries are presented as expert witnesses to
establish future earnings, rate of inflation, and life
expectancy. Insurance experts can testify as to the cost for a
fully paid annuity which would provide the plaintiff with as much
money each year as would have been attained through employment.

Usually, a badly injured plaintiff has been undergoing
rehabilitation to restore physical functioning. Rehabilitation
experts can testify as to what type of jobs, if any, plaintiff
would be suited for. In wrongful death cases, calculations are
made to establish the deduction from future lost wages to reflect
the earnings which would have been personally consumed by the
decedent. A personal consumption expert can testify as to food
and clothing as well as expenses of hobbies, recreation,
entertainment, vices (smoking, drinking and gambling) and
commuting expenses.

Lastly, the issue of pain and suffering requires expert
testimony as to the extent and intensity of the pain in terms
specific and lucid so that the jury, or if a non-jury trial, the
judge, can measure its equivalence in money.
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II. OVERVIEW OF STATE TORT CHANGES AFFECTING MEDICAL LIABILITY

A. Introduction

To a large extent, the law governing medical malpractice, as
with other areas of tort law, is shaped by common law rules.
These are the rules derived through the case-by-case process of
trial and appellate court rulings. The extent to which
legislation plays a significant role varies from state to state.
Legislation is typically targeted to a particular issue, or
addresses a particular problem.

Beginning in the late 1960s, the number of malpractice
claims filed against physicians and the size of jury awards began
to increase at an unprecedented rate. These increases had the
effect of increasing the cost and decreasing the availability of
malpractice liability insurance. When the unavailability of
medical malpractice insurance reached what was viewed as a crisis
state in the mid-197 O's, every state except West Virginia
responded with legislation intended to increase insurance
availability. Some of these new laws involved changes in the
states' tort law, changes designed to reduce indirectly the cost
of malpractice insurance by curbing the rise in claims filed
(frequency) and the size of awards (severity)

.

Other laws attempted to assure the availability of
malpractice insurance through new legal arrangements such as
joint underwriting associations and state-operated compensation
funds (see Part III, Chapter Three, The Insurance System) . In
the early 1980' s many states took additional legislative steps to
assure the availability of liability insurance, particularly for
health care providers.

^

5 Most of these legislative changes have
applied only to the area of medical malpractice. In some
instances these efforts have failed to withstand court challenge
precisely because persons who received medical injuries were
treated differently than persons who were injured in some other
arena. However, it should be noted that the discussion below
deals only with legislative changes, and their effects, which
apply to the medical field.

Few empirical studies have been undertaken to evaluate the
effectiveness of tort law changes in reducing claim frequency and
severity. The authors of the few available studies admonish that
the studies must be interpreted with caution. There are

35Sources for information on state tort changes include,
inter alia : the American Medical Association, Division of
Legislative Activities, Department of State Legislation; the
National Conference of State Legislatures; and the George
Washington University, The Intergovernmental Health Policy
Project.
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methodological problems in assessing the effects of these legal
changes, such as the differences between the changes adopted by
various states, as well as the differences in practices prior to
change even in states adopting similar changes, various effective
dates and the delay between enactment and final judicial review
of the legislation. With these caveats in mind, the studies do
indicate that claim frequency and severity have been reduced by
specific tort law changes. The effect of tort law changes on
malpractice insurance availability and af fordability has not been
as well studied. However, there are some data suggesting that
premium rate increases are not as large in states with rigorous
medical malpractice statutes.

Even though tort law is largely state law, the federal
government has an overlapping interest. The Tort Policy Working
Group, an interagency group consisting of representatives of ten
agencies and the White House, was established by the Attorney
General to study the problem of insurance availability and
affordability

.

3 ° The Tort Policy Working Group recommended eight
major areas of tort law changes intended to be incorporated into
federal law where appropriate, as in the Federal Tort Claims Act,
and to be adopted by states. Their recommendations referred to
in this chapter can be found in two separate documents. The
first, issued in February 1986, is entitled The Report of the
Tort Policy Workincr Group on the Causes, Extent and Policy
Implications of the Current Crisis in Insurance Availability and
Affordability . The second was issued in March 1987 and is
entitled An Update on the Liability Crisis .

B. Major Areas of Tort Law Modification

1. Statutes of Limitations

Statutes of limitations prescribe the time within which a
lawsuit must be initiated. 37 There are essentially three types
of statutes of limitations. The first establishes a strict time
limit that starts to run when the injury occurs. The second type
of statute starts to run when plaintiff discovers the injury or

36U.S. Government Printing Office, Report of the Tort Policy
Workincr Group on the Causes, Extent and Policy Implication of the
Current Crisis in Insurance Availability and Affordabilitv
(February 198 6)

.

37Most statutes of limitations are not jurisdictional. In
those instances, the defendant must affirmatively plead that the
statute has run.
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should reasonably have discovered the injury. 38 The last type is
a combination of the first two types in that the statute starts
to run when discovery occurs or should have occurred, but a
limitation is placed on the total time period in which an action
can be filed. For example, suit must be filed within two years
of discovery of the injury, but not more than six years from the
date of injury.

Traditionally, if a person failed to file a lawsuit within
the prescribed time, the right to sue could be lost. Since a
strict time bar often resulted in injustice, courts began to hold
that the statute of limitations would begin to run only when the
plaintiff could have discovered the injury (the second type of
statute of limitations). 39 However, many legislatures believed a
"discovery" initiated time period was unfair to defendant because
it provided no end to liability. Therefore, some states enacted
legislation which established the third type of statute, i.e.,
discovery based, but with a maximum time period which began at
the time of the injury. The Nebraska statute is an example of
this type:

Any action to recover damages based upon alleged malpractice
. . . shall be commenced within two years next after the
alleged act or omission . . . except that if the cause of
action is not discovered and could not reasonably be
discovered within such two year period, the action may be
commenced within one year from the date of such discovery or
from the date of discovery of facts which would reasonably
lead to such discovery, whichever is earlier. In no event
may any action be commenced . . . more than six years after
the date of rendering or failing to render such professional
service which provides the basis for the cause of action. 40

3 °The Texas Medical Malpractice Statute of Limitations was
struck down in Neacrle v. Nelson , 685 S.W.2d 11 (Tex. 1985) (the
statute of limitations was set at two years; the injury however,
was latent and barring plaintiff from recovery would have
resulted in injustice)

.

39See, Locke v. Johns-Manville Corp. . 275 S.E.2d 900
(W.Va.1981) (asbestosis case—statute runs from time of injury

—

here it is the date when the cancer or lung impairment begins)

;

Klein v. Dow Corning Corp. , 661 F.2d 998 (2d Cir. 1981) (injury
occurred and the statute began to run when silicone breast
prosthesis burst, not when implanted) ; Cannon v. Sears, Roebuck
and Co. , 374 N.E.2d 582 (Mass. 1978); and White v. Schnoebelen , 18
A. 2d 185 (N.H. 1941)

.

40Neb.Rev.Stat. Article 28, § 44-2828 (1943).
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Most states today have statutes of limitations based on the
discovery rule or some variation thereof.

Where the legislatures have not modified statutes of
limitations, the courts have developed criteria to determine when
to cut off liability. One method, used in New York, is to start
running the statute of limitations when the physician-patient
relationship is terminated. 41 Some courts will postpone the
running of the time period if the plaintiff can show fraudulent
concealment of the damage or the cause of injury by the
defendant. 42 The courts will also postpone the running of the
statute of limitations for patently negligent acts, for example,
failure to remove clamps from a patient during surgery. 43

Traditionally, special rules governed malpractice resulting
in injuries to minors. The statute of limitations began to run
only after an injured child reached majority and could file a
claim on her own behalf. However, many states have limited the
latest age at which a child can bring an action. 44 For example,
Alabama allows the statute to run only until the eighth birthday
for a child who was injured before the age of four. 45

Most states have made changes in their statutes of
limitations to narrow the time frame within which medical

* x S_ee, Greene v. Greene , 436 N.E.2d 496 (N.Y. 1982).

42This doctrine is referred to as the equitable fraudulent
concealment doctrine and is demonstrated in Brown v. Bleibercr ,

651 P. 2d 815 (Cal. 1982).

43 See, Stone v. Carr . 550 P. 2d 259 (Idaho 1976) and Flanacran
v. Mount Eden General Hospital . 248 N.E.2d 871 (N.Y. 1969).

44Such states include: Alabama, Alaska, Arkansas,
California, Colorado, Delaware, Georgia, Hawaii, Illinois,
Indiana, Iowa, Kansas, Kentucky, Louisiana, Maine, Maryland,
Massachusetts, Michigan, Minnesota, Mississippi, Missouri,
Nevada, New Mexico, New York, North Carolina, North Dakota,
Oregon, South Carolina, South Dakota, Texas, Virginia, Wisconsin.

45Ala. Code. § 6-5-482 (b) (1975) . Upheld: Reese v. Rankin
Fite Memorial Hospital . 403 So. 2d 158 (Ala. 1981) (child injured
at birth filed a medical malpractice claim after his tenth
birthday. Statute providing for filing in medical malpractice
claims until a child's eighth birthday was upheld against both
equal protection and due process challenges)

.
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malpractice law suits may be filed. 46 The constitutional
validity of various statutes of limitations has been upheld in
almost every instance where it has been challenged.

Research to date, by Danzon and others, suggests that states
which have adopted shorter statutes of limitations and/or limited
the discovery period, have had less growth in claim frequency
than states which had not adopted these measures. On average, a
reduction of one year in the statute's duration resulted in an
average reduction of claims frequency of about 8 percent. 47

2 . Ad Damnum Clauses

It is customary for a claim filed in court to specify the
amount of damages sought. Indeed, nearly every state has
statutes which require a certain amount of damages be claimed in
order to establish jurisdiction of a particular court over the
tort claim (jurisdictional amount in controversy) . Several
states have prohibited plaintiffs from specifying a dollar amount
in medical malpractice cases. This legislation is based on the
belief that large claims may encourage prejudicial pretrial
publicity, harm the reputations of defendants who are later
vindicated, and distract the jury from basing its award solely on
the evidence presented at trial.

At least 31 states prohibit any statement of damages
claimed. However, a few states do not preclude plaintiff's
attorney from requesting a specific sum at trial. At least one
state (Tennessee) permits the amount of damages to appear on the
claim, but prohibits it from being revealed to the jury.

The Federal Rules of Civil Procedure, like most state rules
of civil procedure, require the complaint to contain facts
sufficient to establish jurisdiction and an injury (here a
statement of damages) which could be redressed by the court. The
Rules also require that the amount in controversy exceed $10,000
in order to establish federal jurisdiction. There has been no
discussion at the federal level about prohibiting the amount of

46Alabama, Alaska, Arizona, Arkansas, California, Colorado,
Connecticut, Delaware, Florida, Georgia, Hawaii, Illinois,
Indiana, Iowa, Kansas, Kentucky, Louisiana, Maine, Maryland,
Massachusetts, Michigan, Minnesota, Mississippi, Missouri,
Nebraska, Nevada, New Hampshire, New Jersey, New Mexico, New
York, North Carolina, North Dakota, Ohio, Oregon, Pennsylvania,
Rhode Island, South Carolina, South Dakota, Tennessee, Texas,
Utah, Virginia, Washington, Wisconsin, Wyoming.

47P.M. Danzon, The Frequency and Severity of Medical
Malpractice Claims; New Evidence . 49 Law and Contemporary
Problems 2 (1986)

.
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the damages in a tort action from being stated. This lack of
discussion is due, in part, because in many pleadings, the
statement will be simply that the damages exceed $10,000, even
though, as later determined in settlement or at trial, the
damages finally claimed may be much greater.

In 1982, Danzon completed a study on malpractice claims for
the Rand Corporation. 48 She found that elimination of the ad
damnum clause seems to have had no significant effect on claim
frequency or severity.

3 . Pretrial Screening Panels

A number of states have created medical review or pretrial
screening panels to evaluate medical malpractice claims before
they enter the court system. 49 Generally, review by the panel is
mandatory but not binding. The findings are generally admissible
in a subsequent trial, although they are not conclusive. States
differ in terms of the number, composition, and method of
selection of members of review panels, and in the type of
evidence which will be reviewed and in the subsequent
admissibility of the evidence present to the panel and the
panel's findings.

Pretrial screening, or medical review panels, are intended
to encourage settlement before the costs of a trial are incurred.
The impetus derives from confronting the parties with the
prospect of the admission of the panel's decision. Although
approximately one-half of the states have enacted pretrial
screening panels, a number have been declared unconstitutional. 50

In 1985 both Sloan51 and Danzon52 analyzed the use of pre-
trial review mechanisms. Sloan found that only mandatory use of
pretrial screening panels had a statistically significant

4 °P.M. Danzon, The Frequency and Severity of Medical
Malpractice Claims (1982)

.

49Alaska, Arkansas, Arizona, Connecticut, Delaware, Hawaii,
Idaho, Indiana, Iowa, Louisiana, Maine, Maryland, Massachusetts,
Montana, Nebraska, New Hampshire, New Mexico, New York, Ohio,
Tennessee, Utah, Virginia, Wisconsin, Wyoming.

50Pennsylvania, Florida, and Missouri, for example.

51F.A. Sloan, State Responses to the Malpractice Insurance
"Crisis" of the 1970s; An Empirical Assessment , 9 Journal of
Health Politics, Policy and Law 4 (1985)

.

52P.M. Danzon, New Evidence in the Frequency and Severity of
Medical Malpractice Claims (1985)

.
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association with lower malpractice insurance premiums. Danzon
states that there was no evidence that screening panels reduce
claims severity, but that voluntary binding arbitration appears
to result in lower average awards but a higher number of claims
with greater total costs.

4 . Attorneys 1 Fees

In malpractice cases, it is usual for plaintiffs' counsel to
be paid on a contingent fee basis, receiving a percentage of the
award or settlement made to the plaintiff or receiving no fee if
the plaintiff receives nothing. Some states limit the amount
that plaintiffs' attorneys can charge, typically as a flat
percentage (e.g., one-third) of the plaintiff's recovery, or,
increasingly, on a sliding scale with the percentage decreasing
as the size of the recovery increases. The Federal Tort Claims
Act limits attorneys' fees to 20 percent if a settlement is
reached, and 25 percent of the plaintiff's recovery from
litigation.

The rationale for this limitation on attorneys' fees is to
assure a greater portion of the award for the injured party under
circumstances where the size of the attorney's fee may appear
disproportionate to the amount of work involved (if the
defendant's actions are so egregious that little effort is
required on the part of plaintiff's attorney to generate a
substantial award); or where payment of the attorney's fee may
result in the plaintiff receiving inadequate compensation for an
injury. It should be noted that a limitation on contingent fees,
either in absolute percentage terms or on a sliding percentage
scale, does not undermine the function of such fees in screening
out weak cases that attorneys are unlikely to pursue because the
probability of recovery is marginal.

Many states have sought to regulate the size of the fee that
may be collected by attorneys representing plaintiffs. 53 The
rationale for regulating plaintiffs' counsels' fees is that, by
tying plaintiffs' counsels' fees to awards, an incentive is
produced for plaintiffs' counsels to seek maximum damages even
when such levels may not be justified. Providers have also
complained that the contingent fee system holds out incentives
for pursuit of suits which are of questionable merit but which,
because they engender juries' sympathies, are expected to secure
large awards.

^California, Connecticut, Delaware, Florida, Idaho,
Indiana, Illinois, Iowa, Louisiana, Maine, Maryland,
Massachusetts, Michigan, Minnesota, Missouri, Nebraska, New
Hampshire, New Jersey, New York, Rhode Island, Oklahoma, Oregon,
Tennessee, Utah, Washington, Wisconsin and Wyoming.
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The Tort Working Group has recommended that contingent fees
be scheduled at 25 percent for the first $100,000, 2 0 percent for
the next $100,000, 15 percent for the next $100,000 and 10
percent for any amount over $300, 000. 54 The Report of the Action
Commission to Improve the Tort Liability System of the American
Bar Association recommends no limit on attorney's fees, but
recommends that fee arrangements be put in writing, and that fees
should be based on the net amount recovered after deducting the
cost of bringing the law suit.

In 1982 Danzon estimated that limits of contingent fees for
attorneys lower claims severity and total awards in a small
way. 55 In 1983 Danzon and Lillard tentatively concluded that
limits on contingent fees for attorneys reduced the size of out-
of-court settlements by 9 percent; reduced by 1.5 percent the
percentage of cases litigated until verdict was reached; and
increased by 5 percent the percentage of cases dropped. 56

However, in 1986 Danzon stated that contingent fee limits did not
appear to have any systematic effect on the frequency of
malpractice claims or the size of awards. 57

5. Joint and Several Liability

In early tort law, if several individuals caused an injury,
the plaintiff was required to initiate a court action against
each defendant individually. Later, courts began to allow a
single suit to be brought against any or all of the several
defendants with any liability for the injury. Presently, except
for the changes described below, each defendant is jointly and
severally liable, that is, each is responsible for paying up to
the full cost of plaintiff's award. The paying defendant
frequently has a right to recover from codefendants, but if the
codefendants are insolvent, this right may be meaningless. This
frequently has the effect of requiring the defendant with the
most resources ("deep pockets") , but only a limited role in
causing an injury, to bear the greatest share of the damage
award

.

b4U.S. Government Printing Office, An Update on the
Liability Crisis 87 (March 1987)

.

55P.M. Danzon, The Frequency and Severity of Medical
Malpractice Claims (1982)

.

56P.M. Danzon and L.A. Lillard, Settlement Out of Court;
The Disposition of Medical Malpractice Claims . Journal of Legal
Studies, Vol. 12 at 345-77 (1983).

57P.M. Danzon, Medical Malpractice Claims; New Evidence ;

Medical Malpractice, 78 (1986)

.
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Several states have modified their laws on joint and several
liability to greatly alter a defendant's liability. Generally,
these changes limit a defendant's responsibility for payment to
the proportion of the defendant's fault. 58

The Tort Policy Working Group makes a recommendation to
eliminate joint and several liability, except in the limited
circumstances where the plaintiff can demonstrate that the
defendants have actually acted in concert to cause plaintiff's
injury.

Although we are unaware of any studies evaluating the
effects of such a change on claims filed, it is to be expected
that these changes would have little effect in the area of
medical injuries because few defendants are without resources.
Even in the rare case of a provider "going bare," i.e., failing
to purchase liability insurance, personal or corporate resources
are likely to be accessible in the event of an award.

6. Expert Witness Qualifications

In a malpractice case, the plaintiff must produce evidence
that the injury was caused by a breach of the standard of medical
care, the level of accepted practice for the locality and for
treatment of the particular condition. 59 Scientific data and
expert testimony are nearly always required to establish the
appropriate standard of care. Because medical negligence cases
can involve complex medical decisionmaking and because verdicts
often hinge on expert testimony, some states have taken measures
to establish qualifications for expert witnesses. These
qualifications are intended to assure that the testimony
presented is reflective of the actual practices of the medical
community. 60

Several states have enacted limitations on expert

i8Alaska, California, Colorado, Connecticut, Florida,
Hawaii, Massachusetts, Michigan, Missouri, New Hampshire, New
York, Washington, West Virginia, Wyoming.

59The Tort Policy Working Group recommended that causation
findings should be based on credible scientific and medical
evidence and opinions.

60U.S. Government Printing Office, Report of the Tort Policy
Working Group on the Causes. Extent and Policy Implications of
the Current Crisis in Insurance Availability and Af fordabilitv
(1986)

.
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testimony. 61 At least two states addressed the issue of expert
witness qualification during 1986. Kansas prohibited
qualification of a person as an expert witness unless at least 50
percent of the person's time within the preceding two-year period
has been devoted to actual clinical practice in the same
profession in which the defendant is licensed. 62 Michigan now
requires expert witnesses to be licensed physicians or dentists
who specialize in the same specialty or related area and who
devote a substantial portion of their professional practice to
actual clinical practice in the same or related specialty as the
defendant and directs the court to evaluate the qualifications of
expert witnesses. 63

7. Malpractice Award Limits

Tort awards for medical malpractice usually consist of two
components: economic restitution or compensation designed to pay
medical costs and income loss associated with a malpractice
event; and compensation for non-economic damages. Non-economic
losses include estimates of the compensation for such intangible
injuries as pain and suffering and loss of consortium. Another
non-economic component may also be represented in an award:
punitive damages.

Traditionally, punitive damages have been awarded to the
plaintiff in cases of intentional harm where no suitable criminal
remedy exists. Recent cases, however, have allowed punitive
damages in cases where the defendant has engaged in "merely"
willful and wanton misbehavior or gross negligence. These
concepts are difficult to define, open to interpretation, and
broaden the circumstances under which punitive damages are
awarded.

A number of states, in reaction to reports of very large
awards, have acted to limit the size of such awards by imposing
limits on a plaintiff's recovery in a medical malpractice
action. 64 These may be limits on total recovery6* or, more

6Arkansas, Connecticut, Delaware, Florida, Idaho, Indiana,
Kansas, Michigan, New York, Ohio, Oklahoma, Tennessee, Virginia,
West Virginia.

62 1986 Kan. Sess. Laws 229.

63Mich. Comp. Laws Ann. § 600.2169 (West 1987 Supp.).

64Alaska, California, Colorado, Florida, Idaho, Indiana,
Iowa, Kansas, Kentucky, Louisiana, Maryland, Michigan, Missouri,
Montana, Nebraska, New Hampshire, New Mexico, North Dakota,
Oklahoma, South Carolina, South Dakota, Tennessee, Texas, Utah,
Washington, West Virginia and Wisconsin.

130



typically, limits on awards for non-economic damages such as pain
and suffering. The rationale for this limitation is that such
"costs" are more subjective in nature and have been the source of
dramatically high awards. Punitive damages may be consolidated
with other non-economic awards, subject to the same limit, or
they may be treated separately. 66

Most statutory malpractice award limits have been subjected
to judicial review. While some have been set aside because of
state or Federal constitutional objections, others, including
Indiana67 and California, 68 have survived challenge.

The Tort Policy Working Group recommended that non-economic
damages be limited to "a fair and reasonable amount" and proposed
$100,000 as such an amount. In 1987, the Working Group revised
this figure to $200,000, in view of the higher limitations
enacted by most of the states which addressed the issue in
1986. 69 The Working Group recommended that punitive damages
awarded be considered with other non-economic damages and be
subject to the ceiling. They recommended that punitive damages
be awarded only on a demonstration of actual malice and that they
be included in the non-economic damages limit. The Working Group
did not propose to limit economic damages.

Where malpractice award limits have been enacted, they
appear to have had their intended effect. Danzon states that the
average impact of the various statutes to limit all or part of

65Indiana, for example, has set a combined cap of $500,000,
one of the lowest of all states.

66Five states addressed the issue of punitive damages in
1986: Illinois and Minnesota banned punitive damages; New
Hampshire prohibited punitive damages against governmental units
in personal injury, bodily injury and property damage actions;
Oklahoma limited the amount of punitive damages to . a not to
exceed actual damages with certain stated exemptions, and Florida
limited when punitive damages may be pled, specified to whom
these are to be distributed, and capped the maximum amount of
such damages in certain cases. (Award limit held
unconstitutional, Smith v. Department of Insurance , 502 So. 2d
1080 (Fla. 1987)).

67Johnson v. St. Vincent Hospital, Inc. , 404 N.E.2d 585
(Ind. 1980)

.

68Fein v. Permanente Medical Group , 695 P. 2d 665 (Cal.
1985), appeal dismissed 106 S.Ct. 214 (1985).

69U.S. Government Printing Office, An Update on the
Liability Crisis (1987)

.
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the plaintiff's recovery has been to reduce average claim
severity by 23 percent.' 0

8. Collateral Source Rule

The collateral source rule prohibits presentation of
evidence to the jury of sources of compensation to the plaintiff
from sources collateral to the defendant, e.g., disability and
health insurance benefits. The rationale is that a wrongdoer
should not be relieved of paying a tort award simply because the
plaintiff had access to other resources. The rule originates
from an era when plaintiffs typically purchased these collateral
sources of compensation themselves. Today, however, many of
these collateral sources, such as workers' compensation, health
and disability insurance, and Medicaid and Medicare benefits, are
paid for in whole or in part by employers or the government.
Thus, the current collateral source rule in certain circumstances
permits what many consider an unwarranted double recovery for the
same injury.

A number of states have revised this rule in one of two
ways. 71 Some states simply allow evidence of the collateral
benefits to be introduced into evidence so that the jury may
consider them. Other states prohibit presentation to the jury of
evidence of collateral sources but require mandatory offset of an
award by the amount of the collateral benefits. 72

Under some schemes, evidence of compensation from collateral
sources may be introduced, together with information regarding
plaintiff's contribution to such sources. For example, health
benefits from an insurance policy must be offset by the amount of
the premiums which plaintiff paid. However, where the collateral
source retains the right of subrogation to recover the expenses
paid from the award granted to the plaintiff, the collateral
source benefits may not be introduced at all. For example, under
the provisions of the Social Security Act (Medicare and Medicaid)

/0P.M. Danzon, The Frequency and Severity of Medical
Malpractice Claims: New Evidence . 49 Law and Contemporary
Problems 2 (1986)

.

71Alaska, Arizona, California, Colorado, Connecticut,
Delaware, Indiana, Iowa, Kansas, Michigan, Minnesota, Nebraska,
New York, North Dakota, Ohio, Rhode Island, South Dakota,
Tennessee, Utah, Washington, Wyoming.

72Note that Kansas abolished the collateral source rule in
its Medical Malpractice Act. Portions of the act, including the
abolition of the collateral source rule, were declared
unconstitutional in Wentlincr v. Medical Anesthesia Services , 701
P. 2d 939 (Kan. 1985) .
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the government is the payer of the last resort. 73 Thus, if
Medicare or Medicaid pays for medical benefits related to a tort
injury, the programs are entitled by law to seek recovery from
any awards.

The Tort Policy Working Group recommended that collateral
benefits be taken into account in determining damages, as long as
a third party was not subrogated to the plaintiff's claim. The
Working Group cautioned, however, that collateral sources
purchased by plaintiffs or members of plaintiffs' families should
not be included in the offset. And, that offset should not apply
when the collateral source benefit is the subject of a reasonably
found claim of subrogation, reimbursement or lien.

Danzon has found that laws providing for collateral source
offset appear to reduce awards by 11 to 18 percent; these laws
apply to only a subset of collateral sources, and offset is
sometimes discretionary. Mandatory offset of all collateral
sources may have the potential of producing an average reduction
of as much as 40 percent, she estimates. 74

9. Structured Payments

Traditionally, settlements in malpractice cases have been
awarded in a lump sum. Many states now allow courts to make
awards for future losses in installments throughout the
plaintiff's period of disability. 75 Installments are structured
in various forms at the discretion of the court. Spreading the
payment over time appears to be the sounder business practice for
both the defendant and the insurance companies writing
malpractice policies because it reduces the cost of a large award
to defendants or their insurers, and hence ultimately reduces the
cost of the malpractice system to all patients. Additionally,
periodic payment may reduce the total amount paid out if the
injured party expires unexpectedly.

Structured payments for malpractice awards will result in
additional administrative and litigation costs outweighing
savings which might otherwise accrue if courts can be petitioned
to review payments as they now review child support payments.
These costs can often be avoided if the defendant establishes an

73 42 U.S.C. § 1395y(b) (1) and § 1396a (a) (25)

.

74P.M. Danzon, New Evidence on the Frequency and Severity of
Medical Malpractice Claims 27 (1986)

.

75Alaska, Arkansas, California, Connecticut, Delaware,
Florida, Illinois, Indiana, Iowa, Kansas, Kentucky, Maine,
Maryland, Michigan, Missouri, New York, Rhode Island, South
Dakota, South Carolina, Utah, Washington, Wisconsin, and Wyoming.
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annuity or trust fund. The "price" of such an instrument is the
discounted value of the award, thereby reducing the defendant's
initial cash outlay. Purchasing such an instrument also
decreases the investment value of the award to the plaintiff.
The instrument can be structured to provide for unused sums to
revert to the defendant (insurer) upon plaintiff's recovery or
death, with appropriate accommodations for plaintiff's
dependents

.

Courts in California76 and Wisconsin77 have upheld this form
of payment, while courts in New Hampshire78 and North Dakota79

have found these provisions violative of equal protection
guarantees because the statutes restrict periodic payment to an
injury caused by medical malpractice.

The Tort Policy Working Group recommended that future
economic damages be paid periodically. Because the benefits from
such payment affect mainly large awards, it recommended such
payment only when total future economic damages were greater than
$100, 000.

Danzon has stated that permitting payments of awards for
future losses to be paid in periodic installments could have the
following effects: to cut the average settlement by 25 percent;
to raise the portion of cases dropped from 43 to 48 percent; and
to reduce the share of cases going to verdict from 5.1 to 4.6
percent. When coupled with caps on verdicts or a bar on the ad
damnum clause, however, the combined effects would not be
additive. 80

10. Patient Compensation Funds

Some states81 limit the liability that a health care
provider individually or as an institution can incur on a per

76American Bank and Trust Co. v. Community Hospital of Los
Gutos-Saratoqa . 683 P. 2d 670 (Cal.1984).

77Wisconsin Patients Compensation Fund v. St. Paul Fire and
Municipal Insurance Co. . 342 N.W.2d 693 (Wise. 1984).

78Carson v. Maurer . 424 A. 2d 825 (N.H. 1980).

79Arneson v. Olson , 270 N.W.2d 125 (N.D. 1978).

80P.M. Danzon, Testimony submitted to the Committee on the
Judiciary, United States Senate (March 26, 1986)

.

81Colorado, Florida, Illinois, Indiana, Kansas, Louisiana,
Nebraska, New Mexico, North Carolina, North Dakota, Oregon,
Pennsylvania, South Carolina, Wisconsin, Wyoming.
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claim and per year basis and provide that any award (s) in excess
shall be paid out of a state-operated patient compensation fund.
Typically, the compensation fund is financed through fees or
surcharges assessed on all health care providers. Any award for
damages above the upper limit or against a provider above a
specified amount is paid to plaintiffs from this fund, thus
limiting provider exposure. The fund operates as a mandatory
second tier of malpractice insurance carried by the health care
provider.

State statutes authorizing patient compensation funds vary
with respect to administrative requirements before a patient can
be compensated from the fund, organization, staffing, fee and
surcharge schedules, and rules governing procedure and
insolvency. In Wisconsin and Louisiana, the fund must be named
as a defendant in the lawsuit in order to collect any award.

The patient compensation fund is a mechanism intended to
assure malpractice insurance availability by defining the maximum
liability of health care provider. However, there is no
guarantee that the fund will be fiscally sound and, in some
states, the insurance "crisis" has been exacerbated by failure of
the patient compensation fund.

11. Non-Meritorious Suits

Both health care providers and insurance companies are
concerned about non-meritorious claims. In nearly all states,
courts have the inherent power to fine a party or the party's
attorney, or require the payment of the opposing party's
expenses, for making claims which were not sufficiently
investigated or which are found to be without any basis in law or
in fact (e.g., see Rule 11 of the Federal Rules of Civil
Procedure)

.

Several states have enacted legislation which permits courts
to penalize a party for filing a baseless claim. 82 Some of these
statutes require plaintiffs and defendants in medical malpractice
cases to file an affidavit containing a written opinion from an
appropriate licensed health care provider that the claim or
defense has merit.

82Arizona, Arkansas, California, Connecticut, Georgia,
Indiana, Iowa, Massachusetts, Michigan, Minnesota, Missouri, New
Hampshire, New York, North Carolina, North Dakota, Oklahoma, West
Virginia, Wyoming.



III. ALTERNATIVES TO TORT LITIGATION

A. Introduction

The negligence-based system of liability for adverse medical
outcomes has been under scrutiny for some time. Because of a
growing perception that the current tort litigation system is
unable to achieve the goals of compensation and deterrence
efficiently, various alternatives have been suggested. These
alternatives are arrayed along a spectrum from a pure medical
injury compensation system through limited liability schemes to
an elective liability option.

In addition to these fundamental legal changes, another
alternative which could resolve medical malpractice claims more
quickly and less expensively by dispensing with formal court
rules of evidence and procedure is arbitration. Lastly, it has
been suggested that privatizing, where appropriate, the liability
relationship between the physician and patient, enhances consumer
decisionmaking about health care. In the following section,
these alternatives to litigation are explored.

B. Pure No-Fault

Compensation for workplace injuries was removed from the
tort litigation system in Germany in the late nineteenth century
and in the United States at the turn of this century. The worker
compensation system, as a no-fault system, eliminated the tort
requirement of proving both employer fault and the lack of
employee contributory fault. Instead, the new compensation
scheme emphasized prompt, scheduled payment of an injured
employee's economic losses without regard to fault. In recent
years, no-fault plans for automobile-related injuries through
first-party insurance have attempted to achieve similar goals.

One radical alternative to the tort litigation system is to
eliminate fault in the resolution of medical malpractice claims.
The fault-based professional liability system would be replaced
by one in which adverse outcomes following medical intervention
would be compensated without proof of health care provider fault.
Any adverse outcome arising out of medical intervention, whether
avoidable or not, would be compensable. Thus, the test for
compensation would be medical causation rather than negligence.
Adverse medical outcomes not caused by medical intervention, such
as those resulting from the prior condition of the patient, would
be identified and excluded from compensation eligibility.

Some have argued that making medical causation rather than
negligence the criterion for compensation would increase rather
than reduce the administrative transaction costs of processing
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medical malpractice claims. 83 Indeed, unless distinctions were
drawn between adverse outcomes due to the medical intervention
itself and those due to a prior condition, all unfavorable
medical outcomes would be compensable.

A system which fails to distinguish these two types of
unfavorable medical outcomes would go beyond a pure medical
injury compensation system. Every unfavorable outcome associated
with medical intervention would be eligible for compensation.
Since nearly all adverse health events are associated with
medical decisionmaking in some way, a system of universal health
insurance would be created through the circuitous route of
compensation for adverse medical outcomes. Even a system which
compensates only for adverse outcomes which are the result of
medical intervention would be very costly. Using data from the
California Medical and Hospital Associations' study of "incidents
of disability caused by health care management," 84 the number of
compensable events under a no-fault system could be between 75
and 150 times those currently compensated through tort
litigation.

With these concerns in mind, less radical alternatives than
a pure no-fault compensation system have been proposed. These
plans do not contemplate total displacement of the fault system,
but seek to provide automatic compensation for a certain subset
of medical outcomes. This subset would be defined either by a
limited list of designated compensable medical outcomes or by the
health care provider by means of an elective no-fault option.

C. Designated Compensable Events

Since the costs of a pure no-fault compensation system
might significantly increase the number of compensable medical
events relative to the number currently compensated, limited no-
fault plans have been suggested. For purposes of compensation,
these plans select from the universe of all adverse medical
outcomes only those which are strongly associated with physician
negligence. A limited no-fault plan has been suggested which
relies on a list of "designated compensable events" (DCEs) as the
basis for compensation. 85 The major criterion for listing
medical injuries on the DCE list would be the degree to which the

8JR. Epstein, Medical Malpractice; The Case for Contract . 76
American Bar Foundation Research Journal 87 (1976)

.

84California Medical Association, Medical Insurance
Feasibility Study (1977).

85Havighurst and Tancredi, Medical Adversity Insurance—

A

No-Fault Approach to Medical Malpractice and Quality Assurance ,

51 Health & Society 125 (1984)

.
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event could be avoided under good medical practice. Injuries not
on the DCE list would continue to be compensated through the tort
liability system. Physicians would be required to carry both DCE
and tort liability insurance. In order to preserve a deterrent
effect, DCE insurance would be experience-rated.

A system of limited liability whereby certain injuries are
selectively removed from tort litigation would be more manageable
than a pure no-fault system. However, Danzon theorizes that the
potential cost savings from a DCE system might turn out to be
non-existent. 86 First, a DCE system removes from the tort
liability system only those injuries which are least likely to
result in large litigation costs. Second, the number of well-
defined adverse medical outcomes which experts might agree were
caused by negligence might only be a fraction of current claims.
Third, parties would differ about, and perhaps even litigate
over, the issue of whether a particular injury belongs in the DCE
system or in the tort system.

It is unlikely that a DCE plan would remove from the tort
system a sufficient number of claims to reduce transaction costs
significantly. Substantial savings might be realized if, for
those events removed, compensation under the DCE system were
limited in some way, either by a compensation schedule or to
economic losses only.

In its 1987 session, the Virginia State Legislature approved
a plan, the Virginia Birth-Related Neurological Injury
Compensation Act, 87 which would establish a special fund designed
to compensate children who had sustained profound birth-
associated neurological problems. The compensation fund would be
established by fees levied against physicians and hospitals. In
the event fund reserves became too low, the state would levy
annual assessments on liability insurance carriers doing business
in Virginia. The measure was signed into law by Governor Baliles
on March 27, 1987. Since the Virginia plan involves compensation
for a medical injury, i.e., profound neurological birth defects,
for which only a small proportion is the result of provider
negligence, it is unlike the original DCE proposal which required
that the occurrence of the event be strongly associated with
provider negligence.

D. Economic Damage Guarantee

The most recently suggested alternative to tort litigation
in determining compensation for adverse medical outcomes is a

86P.M. Danzon, Medical Malpractice: Theory. Evidence, and
Public Policy . 217-8 (1985)

.

87Va.Code § 38.2-5000 et seq.
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system designed to provide incentives for providers voluntarily
to pay economic damages to injured patients. 88

Under this plan, a health care provider facing a medical
malpractice claim would have the option to foreclose such a claim
by offering to pay, within a specified amount of time, 89 the
injured person's net economic loss, less compensation payable
from collateral sources, and reasonable attorney's fees. The
plan does not require providers to pay for all adverse medical
outcomes nor does it involve a predetermined list of medical
events for which compensation must be made.

In exchange for the provider's prompt assumption of
responsibility for economic loss, injured patients would forfeit
their tort rights, with exceptions for death or intentional harm.
If the provider fails to make a timely offer, the patient would
retain the right to proceed with a malpractice action under tort
law. Prompt provider action may not be possible in cases where
time is needed to learn of the injury. In such cases, the
provider's option to make a payment commitment would be triggered
by receipt of a claim, rather than by the injury itself.

In order to avoid forfeiture of tort rights, some proponents
of the economic damage proposal suggest that both the patient '

s

claim of injury, and the provider's offer to pay economic damages
be made to a disinterested third party. Patient and provider
will have no knowledge of each other's action. When the offers
coincide, the parties are notified that a settlement has been
reached.

Presently, either the physician or the patient can offer to
settle a malpractice claim at any time. The advantage to the
provider of the elective option plan is that the settlement would
be for a lesser amount because of collateral source offset and
elimination of non-economic damages. Patients might find the
economic damage offer attractive because it is a certain,
immediate benefit, albeit of a lesser amount, compared to the

88Moore and O'Connell, Foreclosing Medical Malpractice
Claims by Prompt Tender of Economic Loss , 44 La. L. Rev. 1267 (1984)

.

89The time limit originally chosen by the proponents (60
days) has been increased to 180 days. The crucial point is that
sufficient time is needed for the defendant to investigate the
claim. See J. O'Connell, Neo-No-Fault Remedies for Medical
Injuries: Coordinated Statutory and Contractual Alternatives , 49
Law and Contemporary Problems 2, at 125 (1986).

139



uncertain outcome of a tort action. 90 However, critics of this
plan point out that the cost savings advantage of the plan could
be achieved through tort changes such as awards limits and
modification of the collateral source rule.

An elective liability option that would provide for an
economic damage guarantee could be achieved by Federal or state
legislation or by private contract. In the 99th Congress, H.R.
3084, the Alternative Medical Liability Act (the Moore-Gephardt
proposal) , embodied an elective liability option. The proposal
would have modified the present freedom of physician or patient
to refuse a settlement offer. It would have denied the potential
claimant a choice to refuse a prompt tender of economic loss by
the physician. This aspect of the legislation has been
criticized as unfair, but defended by reference to the expense,
delay and uncertainty of tort litigation. Elective no-fault can
also be achieved through private insurance arrangements which
would embody pre-accident guarantees that the provider would make
an offer of economic damages if an injury should occur.

The intention of the elective no-fault option is to motivate
parties to settle malpractice claims promptly without resorting
to tort litigation. Indeed, the type of claims currently being
settled would continue to be settled, although, most probably,
for lesser sums because of the elimination of non-economic
damages and collateral payments. Whether or not physicians would
elect to settle claims which are potentially defensible in tort
is uncertain. It is, therefore, unclear how different the costs
of an economic damage guarantee option would be from the costs of
the tort system with or without limits on non-economic damages
and modification of the collateral source rule.

E. Arbitration

Arbitration, 91 an alternative to litigation for resolving

90The only empirical evidence for the possible success of an
economic damage guarantee comes from a program for high school
athletes adopted in 1982 through the National Federation of State
High School Associations. The program covers serious high school
athletic injuries and is now in effect in 49 states. O'Connell,
supra , 133.

9lArbitration is a process, subject to law, whereby parties
may submit specified present or future controversies to a neutral
party for final determination. Ladimer & Solomon, Medical
Malpractice Arbitration; Laws, Programs. Cases . Insurance Law
Journal 335 (1977)

.
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disputes, has a lengthy history. 92 Traditionally, arbitration
has been highly successful for commercial and labor disputes. 93

In these fields, the presence of ongoing, long-term relationships
provides an incentive for speedy and equitable resolution of
disputes. Even though disputes about medical malpractice differ
from those involved in fields of commerce and labor, the use of
arbitration in the malpractice area has been increasingly
favored.

Arbitration can be elected by health care consumers by means
of an arbitration contract, executed either before (preclaim) or
after (postclaim) filing of a claim, or it can be statutorily
imposed. Currently, over two-thirds of the states have statutes
authorizing arbitration agreements and eighteen have specific
statutes covering arbitration of medical malpractice claims. 94

These eighteen states permit only voluntary binding arbitration.
In contrast, the Commonwealth of Puerto Rico has imposed by
statute mandatory, binding arbitration requiring submission of
every malpractice claim. 93

The arbitration process itself employs less formal rules of
evidence and procedure than does tort litigation. Thus,
arbitration can resolve disputes more expeditiously and less
expensively than litigation. 96 Some of the cost savings result
from the limited grounds available for appealing arbitration
decisions

.

Arbitration has advantages in the resolution of medical
malpractice disputes from both the perspective of the patient and
the physician. Patients whose medical malpractice claims were
too small to be pursued through the tort system economically on a
contingent fee basis, might find arbitration an effective way of
obtaining redress. Providers might find arbitration advantageous
for two reasons. First, because arbitration is a less visible

92Babylonia and Sumeria in the eighteenth century B.C. had a
detailed system of arbitration, as set out in the Code of
Hammurabi. See Ducastel, Medical Malpractice Arbitration:
Fact or Fiction , 60 Mich. St. B.J. 940, 940 (1981).

93See F. Elkouri & E. Elkouri, How Arbitration Works (2d ed.
1973)

.

94Alabama, Alaska, Arizona, California, Georgia, Illinois,
Louisiana, Maine, Michigan, Missouri, New Mexico, New York, Ohio,
Oregon, South Dakota, Vermont and Virginia.

95P.R. Laws Ann. tit. 26, § 4110 (Supp. 1980).

96Michigan Department of Licensing and Regulation, Michigan
Arbitration Program: Summary Case Statistics 1 (Dec. 31, 1981)

.
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process than a trial, it results in less injury to professional
reputations. Second, since arbitrators frequently possess more
technical expertise about medicine than judges or juries, any
errors in the assessment of provider fault should be reduced.

In order to pass judicial scrutiny, voluntary binding
arbitration must arise from an agreement knowingly entered into
between the patient and the health care provider. A major hurdle
to widespread implementation of the arbitration method in
settling malpractice disputes is judicial approval of arbitration
as a valid alternative dispute resolution system.

Historically, the early common law courts did not favor
arbitration and looked with disfavor on contracts to submit
medical malpractice disputes to arbitration, believing that the
right to a jury trial was being infringed. Today judicial
hostility to arbitration agreements in the medical setting has
softened considerably and in general arbitration statutes have
withstood constitutional challenge. 97

In an attempt to circumvent the arbitration agreement in
order to obtain a jury trial, injured patients have challenged
the legal validity of the arbitration agreement. The legal issue
is whether at the time of the agreement for arbitration, the
patient was fully informed about the consequences and exercised
free choice in the matter.

Preclaim arbitration agreements which have withstood
judicial scrutiny have involved an organized group of providers,
e.g., health maintenance organizations (HMOs), bargaining with
knowledgeable representatives of groups of health plan
enrollees. 98 These agreements usually involve arbitration
clauses within a large health plan contract which are fair on
their face and are negotiated at arm's length. Otherwise courts
look unfavorably on preclaim arbitration agreements with terms
less than fair on their face, or agreed to by individual patients
just prior to receipt of necessary health care."

The long-term potential for the arbitration alternative to
tort litigation for medical malpractice claims is uncertain.
Recent case law is inconclusive, even though a trend upholding

97See Madden v. Kaiser Foundation Hospital . 552 P. 2d 1178,
1187 (Cal. 1976).

98See Dinong v. Superior Court , 102 Cal.App.3d 845, 162
Cal.Rptr. 606 (1980); See Madden . 552 P. 2d 1178 (Cal. 1976).

99See Tunkl v. Regents of the University of California . 383
P. 2d 441, 447 (Cal. 1963).
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these agreements can be traced over the last thirty years. 100

Arbitration agreements can be expected to be scrutinized
carefully by the courts on a case-by-case basis to discern
whether the agreement is fair to the health care consumer.
Continued use of preclaim arbitration agreements may ultimately
prove useful in managing the medical malpractice dispute
resolution process.

F. Contract

A non-legislative approach to tort law change involves the
use of private contracts between health care providers and
consumers. Privatizing the legal responsibilities of providers
and patients with regard to adverse results following medical
intervention is consistent with recent changes in the health care
industry. 101

Health care in the 1980s is no longer a service under the
complete control of the providers themselves. Both public and
private payors, through changes in reimbursement methods, have
stimulated innovative delivery mechanisms and new arrangements
for financing health care. These recent policy developments have
shifted attention to cost-conscious decisionmaking resulting in
an increasingly competitive health care industry. Recently, the
exercise of consumer preferences about particular types of health
care delivery and their relative costs has begun to affect the
way providers deliver care as well as to raise consumers'
awareness of the costs of health care.

An extension of this new relationship between providers and
patients is to allow the assignment of provider liability, by
means of private contracting, to vary from current tort rules.
In other words, since informed consumers are more knowledgeable
than courts about their own risk preferences, 102 consumers
willing to do so should be legally permitted to contract for
different tort rules in exchange for a reduction in health care
costs

.

Consumers might choose any of a number of tort rules about
which to contract. Depending on consumer preference, these areas

lOOsee Henderson, Agreements Changing the Forum for
Resolving Malpractice Claims , 49 Law and Contemporary Problems 2,
at 243, 249 (1986)

.

l0lHavighurst , Private Reform of Tort Law Dogma: Market
Opportunities and Legal Obstacles , 49 Law and Contemporary
Problems 2, at 143 (1986).

102 See Epstein, Medical Malpractice: The Case for Contract ,

76 American Bar Foundation Research Journal 87 (1976)

.
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might include: (1) waiving the right to a jury trial by agreeing
to binding arbitration (see Section E) ; (2) limiting malpractice
recovery rights such as non-economic damages or collateral source
benefits; (3) agreeing in advance to the terms of a settlement
offer in event of injury, such as under the economic damages
guarantee proposal (see Section D) ; and (4) combinations of the
aforementioned

.

The process of contracting for health care between providers
and consumers has an important by-product. Many health care
consumers have the opportunity to select their health care
benefit plan from an array of choices, and have periodic
opportunities to change plans. In this process of employee
health benefit plan selection lies the potential for increasing
consumers' knowledge about health care and its delivery.
Employee health benefit managers and counselors should be
cognizant of these opportunities and use them to encourage the
appropriate use of health care services.

There are substantial legal obstacles to the use of contract
in the health care area. Even though arbitration for medical
malpractice claims has recently received favorable judicial
treatment, courts have been generally unreceptive to physicians
using written contracts to reduce their liability for negligence,
rejecting such agreements as contrary to the public interest. 103

The private contract approach offers a method for health
care consumers to bargain for changes in the way medical
malpractice disputes are handled. The ultimate success of the
contract approach may depend on judicial acceptability. However,
negotiating changes in tort rules as part of health care
insurance coverage does offer an alternative to modifying the
existing tort standards that should be explored.

103 See Tunkl v. Regents of the University of California ,

383 P. 2d 441, 447 (Cal. 1963).
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PART III

CHAPTER THREE

INSURANCE

Health care providers purchase insurance to cover costs in
the event they are held legally liable for harm resulting from
their professional actions. The availability and affordability
of malpractice insurance has been a substantial problem since the
mid-1970s and continues to be a cause of national concern. Any
discussion of medical liability and malpractice must include a
consideration of the cost of liability insurance to health care
providers.

Chapter III presents an overview of medical malpractice
insurance including its relationship to the tort liability
system, the regulation of the insurance industry, and the
profitability of the insurance industry. A detailed picture of
medical malpractice insurance costs for physicians and hospitals
is also presented. Whenever possible, primary data from
insurance companies has been used. However, since primary data
may be proprietary or otherwise unavailable, secondary sources
are also utilized.

I. AN OVERVIEW OF MEDICAL LIABILITY INSURANCE

A. Introduction

Insurance is a contractual relationship whereby one party,
the insurer, undertakes to indemnify or guarantee another party,
the insured, against loss from a specified contingency.
Insurance can be broadly divided into first-party, insurance
purchased to indemnify the insured or a specified beneficiary,
and third-party, insurance purchased to compensate a party to
whom the insured is legally liable. For such risks, insurers can
pool a large number of insureds who are expected to experience
similar but independent events. By the law of large numbers, the
outcome for the entire assemblage of insureds (the risk pool) is
predictable, although the outcome for each insured is not.
However, medical liability insurance deviates from the ideal risk
in that there is a relatively small pool of physician-insureds,
and their claims-generating events may not be purely random.

The insurance premium is based on the insurer's calculation
regarding the probability of the contingency occurring. For
example, a medical malpractice premium is based on a probability
calculation, in light of the physician's specialty and other
factors in the physician's practice, that an insurer will have to
compensate a malpractice claimant. In the sections which follow,
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the basics of insurance as they apply to medical liability are
discussed.

B. Sources of Medical Liability Insurance

1. Commercial Insurers and the Market Share

The medical liability insurance market has never been large.
In fact, as late as the 1970s, medical liability was not reported
as a separate line within the general property-casualty insurance
business. Even as of 1985, the $3.4 billion in direct written
medical liability premiums represented only 2 percent of the $151
billion in premiums written by the property-casualty insurance
industry. 1

Until the late 1970s, medical liability insurance was
provided predominantly by multiple line property-casualty
insurers. These commercial insurance companies sold insurance
for one or more "lines of peril" such as automobile liability and
damage, product liability, personal liability, losses from fire,
theft, or accident, as well as medical malpractice insurance.
However, many large multi-line commercial insurers withdrew from
the medical liability market in the late 1970s and it is now, in
the late 1980s, highly concentrated. The market is almost
entirely controlled by a combination of only a few traditional
commercial insurance companies and several physician-owned
companies. Three commercial insurers, St. Paul Fire and Marine
Insurance Company, CNA Company, and The Medical Protective
Company account for 35 to 45 percent of the physician medical
liability market. Physician-owned companies account for almost
all the remainder. 2

When commercial insurers in the mid-1970s discontinued
coverage or raised medical liability premiums substantially,
other methods of providing medical liability insurance developed.
These included: physician-owned insurance companies (physician-
owned companies) ; state-operated insurance consortia called
(joint underwriting associations—JUAs) ; and reliance on self-
insurance by institutions such as hospitals and health
maintenance organizations (HMOs) . In addition, several states
established patient compensation funds (PCFs) to provide an
additional layer of medical liability coverage for physicians.

'-Insurance Information Institute, Insurance Facts: 1986
1987 Property Casualty Fact Book 16 (1986)

.

2U.S. Department of Health and Human Services Medical
Liability and Malpractice Task Force Roundtable Discussion,
January 27, 1987.
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For 1985, the American Medical Association estimates the
total cost of physician malpractice insurance at $3.8 billion. 3

For the same year, the GAO estimates that hospitals paid $1.3
billion for liability insurance. 4 Primary data from commercial
insurers, physician-owned companies, JUAs, and PCFs, as well as
information about contributions to self-insurance trust funds,
are not generally available to allow a definitive allocation of
the overall costs of professional liability protection among
these sources of coverage.

2 . Physician-Owned Companies

Most physician-owned liability insurance companies are not-
for-profit enterprises. In general, their policies are set by
physician boards of directors, but their business operations are
managed by professional insurance executives. Most of these
companies were established by and retain close ties to medical
societies. Most physician-owned companies were established in
order to maintain access to malpractice insurance when commercial
insurers withdrew from the market in the late 1970s.

There are now approximately 39 physician-owned companies,
operating in 3 0 states and the District of Columbia. Together
these companies insure more than half of all physicians
practicing medicine in the United States. Their direct written
premiums exceed $1.5 billion. 5 The four largest physician-owned
companies are Medical Liability Mutual Insurance Company of New
York, the Doctors Company of California, Southern California
Physicians Insurance, and Illinois State Medical Inter-
Insurance. 6

3 . Joint Underwriting Associations

Some states require insurers to join a consortium to
underwrite medical malpractice insurance in order to assure its
availability. These associations are called joint underwriting
associations (JUAs) . Typically, all carriers providing property-
casualty coverage in the state must participate. The JUA

^American Medical Association, Socioeconomic Monitoring
System Survey (1986)

.

4U.S. General Accounting Office, Medical Malpractice:
Insurance Costs Increased, But Varied Among Physicians and
Hospitals 39 (1986)

.

5Physician Insurers Association of America, Facts about the
Physician Insurers Association of America 1 (1987)

.

^Best's Casualty Loss Reserve Development: Medical
Malpractice 1986 , at 46, 70, 88, and 150.
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establishes a rate structure and offers coverage to all health
care providers at those rates. If income generated through
premiums is too low to meet awards, shortfalls are made up from
assessments on the JUA members. The ultimate purpose of the JUA
is to make malpractice insurance available at affordable levels.

JUAs provide insurance coverage in the same manner as
commercial firms and physician-owned companies. However, unlike
commercial insurers or physician-owned companies, most JUAs are
precluded from withdrawing from the market, when requests for
increases are scaled down severely or denied altogether.

In response to the withdrawal of commercial insurers from
the market in the mid-1970s, JUAs were authorized in 43 states.
In many states they were intended to be temporary. By the early
1980s, some had been permitted to cease operation while others
had never been implemented. 7 According to the National
Association of Independent Insurers, there were only twelve JUAs
operating in 1986. 8

Even with cross-subsidies from property-casualty insurers
other than medical malpractice carriers, by 1986 a number of JUAs
had experienced financial difficulties.^ The National
Association of Independent Insurers notes that although the New
Jersey JUA was deactivated in 1982, in 1986 it was still
attempting to discharge claim obligations. Nine JUAs had
liabilities greater than assets in 1985-86, and for seven of
these liabilities were nearly twice assets, indicative of actual
or potential solvency problems. 10

JUAs in three states, Florida, Kansas, and Ohio, each with
large surpluses, seem to have secured adequate funding.

4. Patient Compensation Funds

Some states limit the liability that a health care provider
individually or as an institution can incur on a per claim and
per year basis and provide that any award in excess of this

7J.R. Posner, Trends in Medical Malpractice Insurance. 1970-
1985 , 49 Law and Contemporary Problems 2, at 41 (1986).

8National Association of Independent Insurers, Report the
Financial Solvency of State Medical Malpractice JUAs to the NAII
Laws Committee (1986) . The twelve were located in Florida,
Kansas, Massachusetts, New Hampshire, New Jersey, New York, Ohio,
Pennsylvania, Rhode Island, South Carolina, Texas, and Wisconsin.

9ld.

"Id.
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threshold amount shall be paid out of a state-operated patient
compensation fund. About 15 states have enacted legislation
authorizing the establishment of funds of this type.

These funds vary substantially in their compensation limits
and funding sources. 11 The Indiana Fund is the only one that has
an absolute cap on compensation for economic and non-economic
damages. A successful claimant in that state secures the first
$100,000 from the physician and the physician's insurer. Beyond
that threshold, the Indiana fund pays the rest of the award up to
its $500,000 limit. Funding for Indiana's patient compensation
fund comes from a surcharge on malpractice premiums. In the
years since its mid-1970s inception, the surcharge has increased
from 10 percent to 100 percent of the insurance premium for the
required first $100,000 of coverage. Since 1980, total payments
from the fund have tripled, increasing from $3.9 to $11.7
million. 12

Like Indiana, Wisconsin's fund also pays claims above a
limit, $2 00,000, but it does not limit compensation. Louisiana
had a $500,000 ceiling on general damages and economic loss but,
by amendment in 1984, lifted limits on rehabilitative services
and custodial care.

Kansas and Pennsylvania provide catastrophic protection.
Kansas contributes from $3 to $6 million in general revenues per
year to help support the fund. Pennsylvania provides "excess"
coverage, for that portion of the loss which exceeds $1 million
per occurrence or $3 million per defendant13 .

Patient compensation funds encounter the same difficulties
in projecting losses and setting rates that private insurers
face. Some funds have experienced severe problems in maintaining
solvency and, as a result, states may be moving away from
compensation funds as a method for providing insurance coverage
and patient compensation. 14

11M.L. Gonzalez and A.C. Brod, Professional Liability Facts
43-51 (1986) (summarizes the key characteristics of five
compensation funds)

.

12U.S. General Accounting Office, Medical Malpractice, Six
State Case Studies Show Claims and Insurance Costs Still Rise
Despite Reforms 19 (1987)

.

13M.L. Gonzalez and A.C. Brod, Professional Liability Facts
43-51 (1986)

.

14Telephone interview with Bob Pierce, National Conference
of State Legislatures (July, 1987)

.
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C . Ratemaking

1. Introduction

The cost of insurance, i.e., the amount of the premium, is
established through the ratemaking process, which is largely
within the control of the insurers, but which is also regulated
in varying degrees by the states.

Much of the work of ratemaking is done by rating bureaus
operated by membership organizations composed of insurance
companies, since individual commercial insurers often do not have
enough data from their own experience to set appropriate rates.
The bureaus pool existing statistical data and suggest more or
less standard rates for many lines of insurance and classes of
policyholders. Actual rates can vary from company to company
except to the extent that rates are supervised and regulated by
state insurance commissioners. 15

State regulation of rate setting varies widely. Some states
require prior approval of proposed rates; others require that
rating plans be filed with the insurance commissioner but permit
their implementation unless disapproved; still others require
only that the rate structure be available for inspection upon
request.

2 . Methods of Ratemaking

The rate is based on a calculation of the probability that
payment will have to be made under the policy. Thus, a major
element of the ratemaking process is the choice of predictive
factors to be taken into account in estimating that probability,
and the likely size of the payment, and in the categorization of
policyholders in accord with those predictive factors. Changes
in this aspect of the ratemaking process are sometimes offered as
solutions to certain aspects of the medical liability and
malpractice problem. This section describes the several
approaches, relevant to medical malpractice insurance, the choice
of predictive factors and categorization.

a. Class Rating

In the most frequent form of ratemaking, class rating, large
numbers of insureds are grouped together into classes and
assigned rates based on their risk as calculated by the
ratemaker. For example, automobile insurers commonly form age,
sex, marital status, geographic location, and type of vehicle
classes according to the probability that members of those

15S. Huebner, K. Black, and R. Kline, Property and Liability
Insurance 663 (2d ed. 1976)

.
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classes will have accidents, based on past experience with those
classes. As applied to medical liability, insurers typically
rate physicians by specialty and geographic area.

b. Experience or Merit Rating

Experience or merit rating sets rates for coverage based on
claims experience in a prior year. The term was first used by
workers' compensation insurers to refer to the claims experience
of a particular employer and his employees in determining premium
rates. Historically, its use has not been restricted to the
claims experience of the group of employer and employees, but has
been applied to the claims experience of a single individual,
such as a physician. In this latter sense, experience rating is
interchangeable with the term merit rating.

Merit rating refers to determining the rate by relying on
the claims experience of a single insured. Automobile insurance
employs merit rating when, in addition to consideration of the
insured's age, sex, geographic location, type of vehicle, and
annual mileage driven, surcharges are added on the basis of
previous claims.

Merit rating in medical liability insurance involves
consideration of the number of prior claims against the
individual provider and imposes surcharges, in the form of higher
premiums, greater deductibles, or other limits (e.g., non-
coverage of specific procedures)

.

It tends to place the financial burden on the insureds
likely to incur malpractice claims and reduces the subsidization
of those incurring claims by those not incurring claims.
Physician-owned insurers generally use merit rating. It may
provide a deterrent effect for the claims' prone physician and
offers psychological benefits to the other physicians in the risk
pool. The joint underwriters association in Massachusetts, which
insures most of the state's providers, is required by a 1986 law
to merit rate; 16 other states are considering the approach as are
some of the commercial insurers.

3 . Choice of Ratemaking Method

The choice of rating method determines how the cost of
malpractice is to be spread, and can have serious consequences
for the premium costs for particular physicians. Small classes
mean that costs are spread among fewer insureds; broad classes
spread the costs more widely.

Mass. Gen. Laws Ann. ch. 175A, § 5A (West Supp. 1987)

.
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The larger the pool, the less effect the payments on behalf
of a few members have on the whole. Movement toward finer
degrees of class rating has the effect of turning a large pool
into a set of much smaller ones—each intended to be actuarially
sound and self-supporting. Merit rating is a refinement of this
approach that seeks to have a particular insured assume more of
the risk of his own behavior. In small pools, poor experience by
any one member quickly has premium cost consequences for all the
other members. As a result, small pools tend to display wide
fluctuation in group experience, and thus premiums, as rates are
increased to reflect losses due to a few members.

Conversely, large pools are more stable in terms of
experience and premiums than small ones. The large membership
masks the cost consequences of an individual's poor experience
and minimizes necessary per-member premium increases. However,
such stability is achieved only through active cross-subsidies
from those with good to those with poor experience. The smaller
the pool or actuarial sub-pool, the more obvious the cross-
subsidy effect and the greater the incentive upon other pool
members to minimize undesirable behavior.

D. The Insurance Contract

1. Occurrence and Claims-Made Policies

Most insurers switched from occurrence policies to claims-
made policies in the late 1970s in order to limit and make more
predictable their risk exposure. An occurrence contract covers
all claims, whenever filed, arising out of care rendered during
the term a policy was in effect. For example, if the physician
had an occurrence policy in effect in 1972 and was sued in 1977
due to an action in 1972, then the physician would rely on the
policy and the insurer of 1972.

A claims-made policy covers only those injuries that
occurred and claims that were filed during the policy period.
The policy period, however, includes the initial term and each
renewal period. Coverage with one company under one policy thus
will extend for as long as the policy is written by that company.
A claims-made policy first written in 1977 will cover claims
filed in 1977 for injuries occurring in 1977, but will not cover
claims filed in 1977 for injuries occurring in earlier years. If
the same policy is extended from 1977 through 1984, a claim
reported in 1984 for an injury which occurred in 1977 would be
covered. If a physician wishes to be covered for injuries
occurring during a policy period, after that policy period has
ended, insurance known as reporting endorsement or "tail"
coverage must be purchased.

The switch to claims-made policies in the mid-1970s served
to make insurers 1 costs more predictable and lowered their
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financial exposure in the short run. In actual effect, however,
once the claims-made policies were in force for a number of
years, their coverage of events from earlier years made them very
similar, in actuarial terms, to occurrence policies. Thus, as
6A0 notes:

Premiums for claims-made policies are generally lower at
first because the risk exposure to the insurer is lower, but
premiums increase each year the health care provider is
covered until the fifth year, when they mature or
stabilize. 17

The levelling of premiums in the late 1970s reflects in part
the short term savings which result from the initial switch from
occurrence to claims made underwriting.

2 . Coverage Limits

Insurance policies are typically written to cover liability
only to a specified dollar limit. The limit applies only to the
payment to the claimant; the costs of claims settlement and
defense are not limited by the policy amount. The limits are in
two forms: per occurrence, covering any one claim, and an
aggregate for all claims in the period for which the policy is
purchased, expressed, for example, as $1 million/$3 million. In
addition, some policies have deductibles, so that the insurer
will pay only for claims over a specified amount, leaving it to
the insured to pay the initial amount. Deductibles are more
common in hospital coverage than physician coverage. Any
discussion or comparison of premiums must take account of the
precise coverage being purchased, including the coverage limits,
any deductible, and whether the policy is written on a claims-
made or occurrence basis. Another form of limitation on
coverage, not strictly quantifiable, is exclusion of coverage for
certain outcomes or for certain procedures.

Actual coverage limits vary, depending on such factors as
state award limits. A state with a patient compensation fund and
an award limit, like Indiana, has commercial insurer coverage
limits up to the amount that the patient compensation fund begins
coverage, and a top limit for fund payout of the amount of the
award limit., Insurers in other states have coverage limits, for
various specialties, ranging from $500, 000/$l. 5 million up to $5

17U.S. General Accounting Office, Medical Malpractice,
Insurance Costs Increased but Varied Among Physicians and
Hospitals , 14 (1986).
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million/$5 million. In a very few states there are no limits at
all, or no aggregate limit. 18

The dollar limits of coverage, as well as deductibles and
exclusions, are elements in the current liability and malpractice
problem. While availability of coverage is not the issue it was
in the 1970s, dollar coverage limits lower than physicians would
prefer, or lower than likely judgments in the jurisdiction, as
well as larger deductibles and new limitations and exclusions,
are forms of unavailability that must be acknowledged. And to
the extent that premiums are not decreased while dollar limits
are decreased or limitations increased, there is an increase in
the cost of insurance. 19

E. Reinsurance

The function of reinsurance is the same as that of primary
insurance—to spread risk associated with a particular policy
holder to a number of insurers. The issuing underwriter, the
insurer named on the policy or the primary underwriter, often
purchases reinsurance for part of a policy's risk. For example,
the issuing underwriter of a medical malpractice liability policy
with coverage limits of $1 million may retain only a portion of
the policy's $1 million "exposure," perhaps the first 25 percent
or $2 50 thousand and pass on the remainder to another underwriter
in return for part of the initial premium. In the event of a
loss reaching the policy limit, $1 million in this example, the
initial insurer who retained only 2 5 percent of the risk would
pay only $250,000. The remainder would be paid by the reinsurer.

Reinsurance is not visible to policyholders. Nonetheless,
it is a significant factor in the availability or adequacy of
coverage. 2 ^ The policyholders are limited by the total amount of
risk or potential loss exposure written by an insurer for a type
of insurance, e.g., medical malpractice, whether or not state
insurance regulations set such limits. To gain additional
coverage, the insurers can attempt to find secondary insurers to,
in effect, finance a part of the risk. The consequence of these
factors is that underwriters will provide coverage exceeding such
limits if they can contractually sell the excess to another

18U.S. General Accounting Office, Medical Malpractice,
Insurance Costs Increased but Varied Among Physicians and
Hospitals 31-34 (1986)

.

19U.S. Government Printing Office, An Update on the
Liability Crisis 20-21 (1987)

.

20See U.S. General Accounting Office, Medical Malpractice,
Insurance Costs Increased but Varied Among Physicians and
Hospitals 18 (1986)

.
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insurer willing to reinsure it. Some reinsurers have withdrawn
or limited their involvement in the medical malpractice insurance
line. The GAO reports that this tightening of the reinsurance
market has been one of the factors contributing to insurance
premium increases. 21 Approximately three quarters of all
domestic reinsurance is provided by United States companies, the
remainder by overseas companies. Since the reinsurance market is
international, some reinsurance firms escape all domestic
regulation.

II. THE REGULATION OF INSURANCE

A. The Basis for State Regulation

Historically, the states have regulated the insurance
industry. There were several attempts in the mid-nineteenth
century to create a federal bureau of insurance, 22 but the
Supreme Court in 1869 ruled that insurance was not subject to the
interstate commerce clause and therefore could not be regulated
by the Federal government. 23 Seventy-five years later though,
the Supreme Court held that the business of insurance was within
the regulatory power of Congress under the commerce clause and
subject to the Federal antitrust laws. 24 In response, Congress
passed the McCarran-Ferguson Act the next year." The Act sets
forth a Federal policy of permitting states to regulate insurance
and provides that the Federal antitrust statutes apply to the
business of insurance only to the extent that such business is
not regulated by state law or if the challenged conduct involves
boycott, coercion or intimidation.

B. Regulation of Insurance Practices

State regulation of insurance is vested in state
commissioners, superintendents or directors. In 1871, after
several insurance company failures, the National Association of

21U.S. General Accounting Office, Medical Malpractice,
Insurance Costs Increased But Varied Among Physicians and
Hospitals 18 (1986)

.

22 Insurance Information Institute, Sharing the Risk 144
(Rev. 2nd ed. 1985)

.

23 Paul v. Virginia , 8 Wall. 168, 183 (1869) ("issuing a
policy of insurance is not a transaction of commerce")

.

24U.S. v. Southeastern Underwriters Association , 322 U.S.
533 (1944).

25 15 U.S.C. §§ 1011-15 (1982).
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Insurance Commissioners was formed and has encouraged uniformity
in insurance business practices and in state laws governing
insurance. Currently, malpractice insurers are subject to a wide
variety of state regulations addressing: marketing, rate setting
and claims reporting. 26

1. Marketing

State commissioners oversee a number of insurance business
practices to ensure that companies adhere to fair marketing
practices. They review requests for price changes to prevent
overcharging or price cutting, both of which can lead to company
failure. They monitor business practices which deceive or
unfairly discriminate against policyholders. For example, state
commissioners require that notice be given prior to cancellation
of a policy.

2 . Solvency

In many cases, solvency regulations determine or at least
circumscribe policies of insurance firms in determining the
amount of reserves, cash or other liquid assets available for
paying current or future claims of policyholders against the
company or other injured parties against policyholders. What
insurers sell is unlike most products. The "costs of production"
are not fully known until after all the claims are filed and
paid, which may be many years later. Because much of the expense
stream lies in the future, insurance companies are generally
required by state statutes to establish two reserve accounts to
cover these unknown expenses—unearned premium and loss reserves.
Unearned premium reserves are maintained because in most
insurance contracts the insurer and the insured have the right of
cancellation, and on cancellation the unearned premium or a
portion thereof must be returned to the purchaser.

Loss reserves are required for future losses from claims,
including the administrative costs of investigating and defending
against claims. Reserves must be held for claims incurred but
not reported, claims for which losses are reported but not yet
substantiated, and claims which are valid but only partially
paid. Because of the difficulty in predicting the future cost of
claims, determining proper loss reserves is an art, sculpted in
part by competitive pressure and in part by state law.

To assure solvency, some states establish amounts that must
be held for reserves and regulate the amount of premiums that can
be written by establishing ratios of capital to premiums. Some
states also regulate investments, requiring that insurers invest

26The Economics of Insurance Regulation 2 (J. Finsinger and
M.V. Pauly ed. 1986)

.
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a part of their resources in federal, state or municipal bonds or
bonds or notes secured by mortgages or real estate. 27 Some
insurers may not believe that the required reserves are
sufficient and may also establish voluntary reserves, i.e.,
reserves that are not required by state law, for taxes, repayment
of paid-in capital and other items.

The financial reports required by states are generally quite
extensive and detailed. The rigor with which insurance
commissioners examine and evaluate these financial reports,
however, varies considerably, depending upon funding and staffing
in the state offices. Some states have demonstrated high
interest in evaluating the solvency and validity of premium
rates

.

3 . Ratemaking

State regulation of ratemaking varies widely. Some states
require prior approval of proposed rates; others require that
rating plans be filed with the insurance commissioner but permit
their implementation unless disapproved; still others require
only that the rate structure be available for inspection upon
request.

4 . Claims Reporting

State requirements regarding the reporting of medical
malpractice claims also vary. Some states require insurers to
report all paid claims for medical malpractice to the insurance
commissioner and require that the commissioner in turn must
report them to state licensing boards. Others do not require
that data on paid claims be forwarded to the boards. Still
others do not require the collection of paid claims information
even by the insurance commissioners.

C. State Regulation and Insurance Availability

Among potential causes for the current problems with
insurance availability and affordability ,

changes in state
regulation are prominently mentioned. However, while specific
research on the effects of state regulation of prices, solvency,
and risk pool size on medical malpractice is minimal, there is no
indication that changes in state insurance regulation is
causal. 28 Timing alone suggests the absence of an exclusive
connection. For example, medical malpractice insurance problems

^'Huebner, Property and Liability Insurance 684 (2nd Ed. 1976).

28U.S. Government Printing Office, The Crisis in Property
Casualty Insurance , An Update on the Liability Crisis, Appendix
12-16 (1987)

.
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occurred in the mid-1970s and the early 1980s, yet there is no
evidence that regulation increased during or slightly before each
period and lessened at other times. Also, there is no
correlation in specific states between changes in insurance
regulation and the development or resolution of availability-
affordability problems. 29

III. PROFITABILITY OF THE INSURANCE INDUSTRY

The economic performance of the insurance industry has
elicited a great deal of comment. Industry critics charge that
insurers have exaggerated the seriousness of their recent
malpractice claims experience in order to set premium rates at
levels which result in excessive profits. Any consideration of
the profitability of the insurance industry in general or the
medical liability segment in particular requires familiarity with
basic measures of the insurance industry's economic performance.

A. Insurance Industry Cycles

Historically, the profitability of the insurance industry
has been characterized by a cyclical pattern. In simplified
outline, the cyclical pattern involves the following stages. The
insurance industry relies on its "capacity" or capital to accept
risk. Capital is derived from premiums and reserves. When
capacity in the industry as a whole is limited, insurers raise
premium rates. With increased premiums, profits improve. The
promise of profitability attracts more firms who bring in
additional capacity. Eventually, the capacity shortage becomes a
capacity glut, followed by aggressive competition for market
share, often in the form of premium cutting. Reduced premiums
lead to shrinking profits and reduced capacity. Some firms
withdraw from the market so that in time premium prices rise
again, thus beginning a new cycle. 30

Some have suggested that this cycle of events alone explains
much if not all of the past and current problems of insurance
availability and affordability . In addition, the cyclical theory
dictates that economic imperatives determine both improvement and
worsening in the medical liability situation. Others, such as
the Tort Policy Working Group, while acknowledging the existence
of an insurance cycle, believe that circumstances external to the
cycle, specifically trends in tort law and increases in damage
awards and transaction costs, have contributed to making the
current liability situation much more severe than that
experienced in the mid-1970s.

29jd.

30Tobias, The Invisible Bankers 88 (1983)

.
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B. Insurance Industry Performance

Problems with insurance affordability and availability have
been concentrated in the property-casualty market which
represents about one-third of the insurance market in terms of
net premiums written. In turn, these problems have been dominant
only within two lines of the property-casualty market, general
commercial liability and medical malpractice. As stated above,
medical malpractice insurance represents a small proportion

—

about 2 percent—of net written property-casualty insurance
premiums

.

The recent economic performance of the insurance industry as
a whole, the property-casualty industry, and its medical
malpractice line are the subject of conflicting views. Any
analysis of the financial performance of the insurance industry
is fraught with difficulties. There is an absence of
comprehensive, publicly available information on the financial
performance of the industry and its component parts that might
resolve these differences. Lack of such information has fueled
contentions that insurers have set rates at levels that are not
justified by their costs of doing business.

The usual measures for assessing performance within the
insurance industry include underwriting losses, combined loss
ratios, and rate of return on net worth. The measures reflect
rather different aspects of the industry's finances, and must be
used with care in making judgments about the profitability of the
industry and of malpractice lines.

1. Underwriting Losses

Underwriting losses represent the difference between
premiums written and expenses, policyholder dividends, and
estimated losses and loss adjustment expenses. Underwriting
losses are only one component of the industry's financial
picture, because they do not take into account the substantial
income generated through the investment of premiums.

As Table 3 illustrates, property-casualty insurers
experienced substantial underwriting losses throughout the 1980s.
However, premiums grew rapidly between 1984 and 1986, increasing
by 50 percent.

159



TABLE 3

UNDERWRITING LOSSES FOR PROPERTY-CASUALTY INSURERS

Loss and Statutory* Under-
Loss Under- writing Loss After

Net Premiums Adjusted writing Policyholder
Written Expenses Expenses Dividends

Year (Billions) (Billions) (Billions) (Billions)

1981 $ 98.8 $ 75.8 $ 27.1 $ - 6.3
1982 103 .

1

82.2 29.0 -10.4
1983 107.8 87.7 30.8 -13.3
1984 117.7 103.7 33.0 -21.5
1985 143.9 126.8 37.4 -25.2
1986** 176.4 145.5 43.7 -17.0

*Statutory accounting differs from Generally Accepted Accounting
Principles (GAAP) in that unrealized capital gains are not
included which can underestimate profit; statutory accounting was
developed by the National Association of Insurance Commissioners
and is used by insurance companies when reporting to state
regulators

.

**Estimated

Source: Tort Policy Working Group, An Update on the Liability
Crisis, p. 23, based on Best's Insurance Management Reports.

The Tort Policy Working Group cites the growth in net
premiums between 1984 and 1986 and the declining ratio of loss
and loss adjustment expenses to net premiums during that same
period as factors signaling a return to financial health for the
property-casualty industry as a whole.

As illustrated in Table 4, the medical liability segment of
the property-casualty industry has experienced large underwriting
losses throughout the 1980s, proportionately larger than the
property-casualty industry as a whole. Despite a small projected
decrease in 1986, the medical liability segment continues to
experience severe underwriting difficulties. In 1986, the
medical malpractice component of the market accounted for about 2

percent of property-casualty total net premiums but 8 . 8 percent
of its underwriting losses.-* 1

31U.S. Government Printing Office, An Update on the
Liability Crisis 25 (1987)

.
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TABLE 4

UNDERWRITING LOSSES FOR MEDICAL MALPRACTICE INSURERS

Loss and
Loss Ad-

Net Premiums justed
Written Expenses

Under-
writing
Expenses

Statutory Under-
writing Loss After
Policyholder
Dividends

Year (Billions) (Billions) (Billions) (Billions)

1981
1982
1983
1984
1985
1986*

$1.3
1.5
1.6
1.8
2.8
3.6

$1.6
2.0
2.1
2.8
3.7
4.3

$0.2
0.2
0.2
0.3
0.4
0.4

$-0.5
-0.7
-0.8
-1.1
-1.7
-1.5

* Estimated

Source: Tort Policy Working Group, An Update on the Liability
Crisis . p. 28, based on Best's Insurance Management Reports.

2. Combined Ratios

The combined ratio is another measure of the relationship
between dollars paid out in claims and expenses, and dollars
collected in premiums. 32 Specifically, the combined ratio is the
sum of the ratio of losses incurred to premiums earned and the
ratio of commissions and expenses incurred to premiums written.
In July 1986, "a combined ratio of 105 percent to 110 percent
with the present structure of interest rates would allow a
typical commercial insurer a 15 percent to 20 percent return on
stockholders equity," a business writer observed. 33

Combined loss ratios for the property-casualty industry over
the past 20 years have fluctuated, but have declined from a
recent peak of 116.1 in 1984 to 107 in 1986. Medical
malpractice, however, continues to have a high combined ratio of
144.4, although this represents a 15 percent reduction from its
1985 level. 34

Insurance Information Institute, Insurance Facts 110
(1986)

.

JJ L. Wilson, Business Insurance (July 21, 1986)

.

34U.S. Government Printing Office, An Update on the
Liability Crisis 24 (1987)

.
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3 . Return on Net Worth

Since the mid-1970s, the property-casualty industry has been
profitable as measured by the rate of return on net worth, but
the degree of profitability has fluctuated widely. As seen in
Table 5, the five years from 1977 to 1981 marked the industry's
best performance. During this period, the property-casualty
industry either outperformed or closely matched the performance
of businesses generally. After a historic high in 1977, return
on net worth for the property casualty industry declined yearly
until 1985. The 1986 rate of return, 11.6 percent, is roughly
equivalent to the industry's ten year average for 1976 to 1985,
11.9 percent. 35

TABLE 5

AVERAGE ANNUAL RATES OF RETURN ON NET INCOME AFTER TAXES
AS PERCENT OF NET WORTH IN THE PROPERTY-CASUALTY INDUSTRY

Return on Net Worth
Year Statutory Account

1974 6.5
1975 2.7
1976 8.9
1977 21.3
1978 20.5
1979 17.4
1980 14.7
1981 13.3
1982 9.3
1983 9.1
1984 1.7
1985 2.8
1986 11.6

Sources: 1974 to 1983 Data, Insurance Facts ; 1984 to 1985 Data,
Property/Casualty Fact Book , p. 22; 1984 and 1985 Data Insurance
Facts 1986-1987 . p. 22; 1986 Data, An Update on the Liability
Crisis p. 23

.

These figures indicate that despite recent underwriting
losses, the property-casualty industry as a whole has retained
its profitability.

35 Id. . 24.
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C. Insurance Stocks

Investor behavior suggests that property-casualty insurance
stocks are perceived as profitable despite the underwriting
losses noted above. Best 1 s Insurance Management Reports , in its
1985 review of the property-casualty industry's financial
prospects noted:

While the Dow Industrial Average had made headlines by
surpassing the 1500 mark (a 25 percent gain for the year)

,

Best's Index of property/casualty companies has jumped 50
percent at this writing, and security analysts specializing
in insurance—and cognizant of 1985 's underwriting losses--
nonetheless continue to be optimistic about the industry's
prospects

.

36

While property-casualty stocks had a greater rate of return
on investment than the rest of the stock market from January 1984
to January 1986, they trailed the market's performance for the
second half of 1986. Most stock analysts, however, believe
insurance profits will continue to be healthy for the immediate
future. 37

D. Business Practices and Insurance Availability

Some observers cite the business practices of insurers as
explaining in large part many of the current difficulties in
insurance af fordability and availability. Specifically, they
contend that insurance premiums could be set at artificially low
levels during the late 1970s and early 1980s because the high
interest rates during that period guaranteed substantial earnings
from investments of premiums. When interest rates fell in the
mid-1980s and investment income dropped, insurance companies
recovered these losses by increasing premiums.

The Tort Policy Working Group suggests that whi!)« a small
part of the increase in certain insurance costs may -a
attributable to the anticipation of lower investment income by
the industry, loss of investment income is not a primary cause of
the current situation. Loss of investment income would affect
the industry as a whole, whereas only certain insurance lines,
such as medical malpractice and commercial general liability are

J "Best's Insurance Management Reports, December 30, 198 5, as
quoted in the Tort Policy Working Group, Report of the Tort
Policy Working Group on the Causes, Extent and Policy
Implications of the Current Crisis in Insurance Availability and
Affordability 18 (1986).

37U.S. Government Printing Office, An Update on the
Liability Crisis 28 (1987)

.
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experiencing severe problems. Moreover, the Working Group finds
the property-casualty insurance industry competitive, suggesting
that new firms, not burdened by the results of poor past pricing
decisions, are free to enter the market. It finds that recent
financial data suggest that large declines in investment income
may not be taking place. Further, the Working Group concludes
that the difficulties experienced by "problem" property-casualty
lines are better analyzed by an examination of their underwriting
losses than by their recent investment experience. 38

IV. MEDICAL LIABILITY INSURANCE COSTS

The characterization of the present medical liability and
malpractice situation as a crisis derives principally from the
increasingly high cost of insurance for physicians as well as
other health care providers. By any standard there is a serious
problem of insurance af fordability . In the mid-1980s, average
premium costs for all physicians have risen substantially. For
some specialties, and in some states, the premiums are so high
that "crisis" is an apt word. For some specialties, the
proportion of practice expenses devoted to malpractice insurance
is much larger than it has traditionally been. Some physicians
are abandoning their medical practices altogether, especially
severely affected specialties such as obstetrics, saying that the
high cost of insurance makes it financially impossible for them
to continue. Others are reducing the scope of their practices,
declining to offer certain services. As a result, there are
increasing reports of diminution in availability of care.

If premium costs are at the heart of the problem of medical
liability and malpractice, then consideration of the causes of
premium increases is an essential factor in devising solutions.
Do increased premium costs represent more medical injuries, or
more severe injuries? Do they reflect excessive compensation for
claimants? If so, what are the bases of this excessive
compensation? Are premium costs higher than necessary to pay
claims?

To answer these questions, one must examine several types of
data. These include, in addition to information about the
incidence of medical injury and the state of the insurance
industry previously discussed, data on claim frequency and
severity and on malpractice premium costs. Only when all these
factors are considered can the respective roles in insurance
premiums increases of the incidence of avoidable medical outcome,
industry business practices, malpractice claim experience, and
the judicial expansion of liability be assessed.

38U.S. Government Printing Office, An Update on the
Liability Crisis: Appendix 10 (1987)

.
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As with many quantitative aspects of this study, there are
limitations in these data. The previous analysis of insurance
company finances is limited by unavailability of some proprietary
data, problems of comparability, and measurements which give
meaning to the data. Likewise, claims data are from relatively
limited samples and time periods. Premium information can be
described with some accuracy, but there have been some changes in
premium amounts since this information was collected.

A. Increases in Claim Frequency and Severity

1. Claim Frequency

In the late 1960s the frequency of claims per physician and
claim severity (size of award per paid claim) began to increase
at rapid rates. Claims filed against physicians more than
doubled between 1967 and 1975. Between 1975 and 1978, claim
frequency per physician slowed or even decreased in many states,
but since 1978, claim frequency has resumed an upward trend for
physicians. 39 Table 6 shows the average incidence of malpractice
claims for physicians by specialty for three periods, 1985, 1981
to 1984, and for time prior to 1981. For every specialty, growth
in claim frequency since the beginning of this decade has been
substantial

.

39P.M. Danzon, New Evidence on The Frequency and Severity
of Medical Malpractice Claims 1 (1986)

.
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TABLE 6

AVERAGE INCIDENCE OF MALPRACTICE CLAIMS BY SPECIALTY

Annual Claims Per 100 Physicians

1985 1981-1984 Prior to 1981

All Physicians* 10.1 8.2 3.2

Specialty

Obstetrics/Gynecology 26.6 20.6 7.1
Surgery 16.5 11.9 4.1
Radiology 12.9 7.1 2.4
Pediatrics 7.6 4.4 2.3
Anesthesiology 6.5 7.2 3.0
Internal Medicine 6.3 6.4 1.9
General/Family Practice 5.5 6.1 3.3

*Includes physicians in specialties not listed separately.

Source: American Medical Association, Socioeconomic
Characteristics of Medical Practice

, p. 13 (1986)

.

Claim frequency for hospitals has also increased in the
1980s. Claims per 100 occupied hospital beds more than doubled
between 1980 and 1985, increasing from 2.1 to 4. 3. 40

2 . Claim Severity

Claim severity, or the amount of compensation paid for
settlements and judgments, increased faster than the rate of
inflation throughout the 1970s and this trend has continued into
the 1980s. 41 Increases in compensation for malpractice claims
can be illustrated by examining total compensation paid by
insurers for medical malpractice and the average compensation per
paid claim. In addition, insurers' expenses for the costs of
processing and defending against all claims, irrespective of
compensation, is measured by the allocated loss adjustment
expenses per claim.

40U.S. General Accounting Office, Medical Malpractice,
Insurance Costs Increased but Varied Among Physicians and
Hospitals 18 (1986)

.

41P.M. Danzon, New Evidence on the Frequency and Severity of
Medical Malpractice Claims 1 (1986)

.
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a. Total Compensation

Total compensation paid by insurers for medical malpractice
claims has increased at an average annual growth rate of 25 per
cent as seen in Table 7. 4

2

TABLE 7

TOTAL COMPENSATION PAID BY INSURERS FOR MEDICAL
MALPRACTICE CLAIMS: 1979-1985

Year $000s Growth (%)

1979 391,582
1980 521,849 33.3
1981 662,252 26.8
1982 839,322 26.7
1983 1,064,447 26.8
1984 1,197,088 12.5
1985 1,544,563 29.0

Sources: Letters from Insurance Services Office, Inc., New
York, to James S. Kakalik, the Rand Corporation, April 25,
May 12 and October 16, 1986. ISO data, Executive Data
Service cited in Costs and Compensation Paid in Tort
Litigation , p. 141.

b. Average Compensation Per Paid Claim

Data from the St Paul Company and Rand, who used Information
Services Office data sources, suggest the average compensation
paid per malpractice claim increased approximately 54 percent
between 1982 and 1985. 43

During the same period the Consumer Price Index increased 11
percent and the Medical Care Price Index increased 2 3 percent. 44

42J.S. Kakalik and N.M. Pace, Costs and Compensation Paid In
Tort Litigation 141 (1986)

.

43U.S. General Accounting Office, Medical Malpractice, Six
State Case Studies . 18 (1987) ; Medical Malpractice, Insurance
Costs Increased but Varied Among Hospitals and Physicians 16
(1986) ; and Kakalik and Pace, Costs and Compensation in Tort
Litigation 142 (1986)

.

44Bureau of Labor Statistics, U. S. Department of Labor,
Consumer Price Index cited in National Center for Health
Statistics, Public Health Service, U.S. Department of Health and
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Rand calculated that the average percent annual growth in medical
malpractice compensation paid per claim during this period at
13.6 per cent.

c. Allocated Loss Adjustment Expenses

In addition to expenses for claimant compensation, insurers
also incur costs for processing, investigating and preparing
claims for judicial review. These costs are referred to as
allocated loss adjustment expense (ALAE). 45 Allocated loss
adjustment expenses apply to claims closed with and without
compensation payment and include the following costs: attorney's
fees, expert medical testimony, medical evidence such as physical
examination of the plaintiff together with necessary laboratory
tests, obtaining and compensating witnesses, subpoenas and court
fees, and document reproduction. ALAE does not include salary
and traveling expenses of the insurer's employees, any operating
overhead or independent adjuster fees. Between 1982 and 1985 the
annual growth rate for average medical malpractice ALAE paid per
claim was 15.7 percent as shown in Table 8.

TABLE 8

AVERAGE MEDICAL MALPRACTICE
ALLOCATED LOSS ADJUSTMENT EXPENSES

PAID PER CLAIM BY INSURERS

Year ALAE In Dollars

1982 $ 9,121
1983 10,257
1984 11,360
1985 14,715

Source: Letters from Insurance Services Office, Inc., New
York, to James S. Kakalik, the Rand Corporation, April 23
and October 16, 1986, as cited in Costs and Compensation
Paid in Tort Litigation , p. 152.

The average annual growth rate in total ALAE for medical
malpractice claims for 1980 to 1985 was 29.3 percent. For the
same period, total ALAE increased by only 15.6 percent and 6.3
percent for general liability and automobile liability

Human Services, Health. United States, 1986 180 (1986)

.

45J.S. Kakalik and N.M. Pace, Costs and Compensation Paid in
Tort Litigation 151-152 (1986)

.
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respectively. 46 The difference may represent an underlying
increase in the number of medical malpractice claims filed.

B. Insurance Costs for Physicians

1. Average and Total Physician Premiums

The average medical liability insurance costs for all
physicians have steadily increased from 1968 through 1985, with a
brief lull in the late 1970s. Table 9 shows the average
malpractice premium for all physicians together with the percent
change for the years 1968 to 1985.

The total amount spent on malpractice insurance premiums has
increased from $2.4 billion in 1983 to $3.8 billion in 1985.
Total premiums have increased because of two factors: average
premium increases per physician and increases in the total number
of physicians.

TABLE 9

LIABILITY INSURANCE COSTS FOR PHYSICIANS

Average Percent
Year Per Physician Chancre

1968 $ 600
1970 1,300 117
1974 2,500 92
1976 4,700 8

1977 4,700 0

1978 4,300 -9
1979 4,800 11
1981 4,100 -17
1982 5,800 41
1983 7,100 22
1984 8,400 18
1985 10,500 25

Source: American Medical Association, Socioeconomic
Monitoring System Surveys 1982-1985 and Periodic Surveys of
Physicians 1975, 1976, 1978-80.

2. Physician Premiums by Specialty

Physician insurance premiums vary greatly by specialty as
does the rate of increase in premium cost. Table 10 shows that
even though the average physician experienced an 81 percent

6Id., p. 151.
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increase in malpractice premiums from 1982 to 1985, the increase
was much larger for physicians in family practice and obstetrics.

TABLE 10

PHYSICIANS' AVERAGE PREMIUMS BY SPECIALTY
(Dollars in Thousands)

Specialty 1982 1983 1984 1985

Percent
Increase
1982-85

Ob/Gyn $10.9
Family Practice 3.5
All Physicians 5.8
Surgery 9 .

9

Pediatrics 2.9
Internal Medicine 3.7

$14.1
4.4
7.1

10.9
3.9
4.4

$18.8
4.9
8.4

13.4
3.5
4.9

$23 . 3

6.7
10.5
16. 6

4.7
5.8

113
91
81
67
66
56

Source: American Medical Association, Socioeconomic Monitoring
System Surveys.

There are reports that some physicians, particularly
obstetricians and family practitioners who provide obstetrical
services, are changing their medical practices because of
increasing insurance costs. These changes include avoiding high
risk pregnancies, performing fewer deliveries, refusing to accept
new patients, especially Medicaid recipients, and no longer
practicing obstetrics. 47

One approach to assuring the availability of obstetrical and
other necessary services is to support physician's insurance
costs. State and county governments can use public funds to
offset some or all insurance costs for physicians who provide
obstetrical or other necessary care in areas which have
experienced problems. Also, hospitals themselves can finance
some or all physician's insurance costs.

3 . Premiums by Geographic Area

There is considerable variation in malpractice insurance
costs from state to state and for regions within the same state.

47American College of Obstetricians and Gynecology,
Professional Liability Insurance and its Effect: Report of a
Survey of ACOG's Membership (1985)

.
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Among the states with the highest medical malpractice insurance
premiums are Florida, Illinois, Michigan, New York, and the
District of Columbia. As of July 1, 1986, family practitioners
and obstetricians, for the same coverage ($1 million per
occurrence/$l million aggregate, claims-made policy) , paid
greatly different malpractice premiums.

TABLE 11

PREMIUM VARIATION FOR 1985 BY SPECIALTY
AND STATE SELECTED EXAMPLES

Obstetricians- General Practitioners
Gynecologists With Minor Surcrerv

Florida* $92,830+ $16,700++

Arkansas 18,950 3,700

North Carolina 15,290 3,000

*Exclusive of Dade and Broward Counties
+Figure for Dade and Broward Counties is $185,460
++Figure for Dade and Broward Counties is $33,224

Source: American Medical Association, Socioeconomic
Monitoring System Survey (1986)

.

4 . Premiums As A Share of Practice Expenses

Malpractice insurance premiums represent a small portion of
overall physicians' expenses in operating a medical practice.
Among all practice expenses such as non-physician payroll, office
expenses, medical supplies, and medical equipment, malpractice
expenses rank fourth. However, average malpractice premiums have
increased more than other expense items (Table 12)

.
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TABLE 12

PHYSICIAN AVERAGE EXPENSES AS PERCENTAGE OF AVERAGE TOTAL
EXPENSES AND PERCENT CHANGE FROM 1982 TO 1984

1982 1983 1984

Physician Percent
Expense Amount % Amount % Amount % Change

Total $78,400 $85,900 $92,600 +18

Payroll 30, 400 39 29, 200 34 30, 600 33 + 1
Off. Expen. 17, 500 22 21, 000 24 24, 000 26 +37
Supplies 7, 800 10 9, 200 11 10, 500 11 +35
Malprac. Ins. 5, 800 7 7, 100 8 8, 400 9 +45
Medical Equip. 4, 900 6 5, 100 6 5, 500 6 + 12

Note: Expenses do not add to total because more physicians were
able to answer the AMA question on total expenses than could
answer questions on the individual expense items.

Source: GAO, Medical Malpractice. Insurance Costs Increased but
Varied Among Physicians and Hospitals , p. 28.

1985 data show that malpractice expenses as a percentage of
average total expenses is more severe for particular specialties,
such as obstetrics, as seen in Table 13.

TABLE 13

MALPRACTICE EXPENSE AS PERCENTAGE OF AVERAGE TOTAL EXPENSES
BY SPECIALTY FOR 1982 AND 1984

Percent
Change

:

Specialty 1982 1985 1982-1985

Ob/Gyn 10 18 80
All physicians 7 10 43
Internal Medicine 5 7 40
General Practice 5 7 40
Surgery 9 12 33
Pediatrics 4 5 25

Source: GAO, Medical Malpractice. Insurance Costs Increased but
Varied Among Physicians and Hospitals , p. 29; American Medical
Association, Socioeconomic Monitoring System Survey, 1986.
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C. Liability Costs for Hospitals

Total liability costs for hospitals, including insurance
premiums, contributions to self-insurance trust funds and
uninsured losses, increased from $849 million in 1983 to $1,336
billion in 1985, a 57 percent increase.

TABLE 14

HOSPITAL INSURANCE COSTS BY TYPE OF EXPENSE
(Dollars in millions)

Percent
Type of Change
Expenses 1983 1984 1985 1983-85

Self-insurance $255.8 $289.3 $350.6 37
Premiums Costs 562.4 628.2 866.8 54
Uninsured Losses 31.1 42 .

2

118 . 6* 281*

Total $849.4 $959.8 $1,336.0 57

*Subject to large sampling error and should be used with caution.

Source: GAO, Medical Malpractice. Insurance Costs Increased but
Varied Among Physicians and Hospitals p. 39 (1986)

.

Malpractice costs for hospitals can also be expressed in
terms of cost per inpatient day, cost per hospital bed, or cost
per inpatient admission. Table 15 below shows these costs for
the years 1983 to 1985.
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TABLE 15

MALPRACTICE COSTS PER INPATIENT DAY, BED, AND ADMISSION

Percent
1983 1984 1985 Increase

Cost/Inpatient Day $3.02 $3.81 $5.60 85

Average Annual
Cost per Bed 1,000 1,231 1,784 78

Cost per Community
Hospital Admission 23.49 27.30 39.44 70

Sources: GAO, Medical Malpractice, Insurance Costs Increased but
Varied Among Physicians and Hospitals , p. 40 (1986) ; American
Hospital Association, Hospital Statistics (1986)

.

As Table 15 demonstrates, malpractice liability costs per
inpatient day increased 85 percent between 1983 and 1985, an
increase somewhat greater than for per bed and per admission
measures of hospital malpractice costs. This disparity reflects
a 13 percent reduction in total inpatient days nationwide. GAO
notes that hospitals commented that "while insurance costs were
rising, the revenue base over which these costs could be spread
was decreasing .... ,l48

From 1983 to 1985, many hospitals took steps to modify their
professional liability coverage. The GAO reports that hospitals
took several measures to minimize malpractice insurance cost
increases. These included the following: switching from claims-
made to occurrence type insurance policies, adding or increasing
existing deductibles, and decreasing per-occurrence coverage
limits

.

While three quarters of all hospitals continue to rely on
purchased insurance for malpractice liability, a number have
established self-insurance trust funds to provide some or all of
their malpractice coverage. 49 The number of hospitals that rely

48U.S. General Accounting Office, Medical Malpractice,
Insurance Costs Increased But Varied Among Physicians and
Hospitals 5 (1986)

.

49 Id. . 53.
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on a combination of purchased insurance and self-insurance for
protection is growing.

Hospitals now routinely have risk management programs,
operated by specialized professionals, which are systematic
efforts to reduce the risk of injury to patients and others, and
to minimize the financial effects of such injuries. These
programs have also provided hospitals with professionally
developed approaches to the purchase of insurance and the design
of self insurance.

D. Malpractice Premium Costs and the National Health Care
Budget

Malpractice insurance costs contribute to the total amount
spent on health care in the United States. Table 16 shows that
physician and hospital malpractice insurance costs as a
percentage of the national health care budget have increased from
0.9 percent in 1983 to 1.22 percent in 1985, a 33 percent
increase.

TABLE 16

MALPRACTICE INSURANCE COSTS AS A PERCENT OF
TOTAL HEALTH CARE COSTS
(Dollars in Billions)

Total Total
Health Physician Hospital Provider
Care Costs Costsc Costsd

Year Costsa $ % $ % $ %

1983 357 2.4 .67 .85 .24 3.26 0.91
1984 390 3 . 0 .77 .96 . 25 3.96 1.01
1985 425 3.8 .90 1. 34 . 31 5.16 1.22

a Health Care Financing Administration.
b American Medical Association, Center for Health Policy

Analysis

.

c GAO Report, Medical Malpractice, Insurance Costs Increased
but Varied Among Physicians and Hospitals (1986)

.

^ Dollar figures are sums of physician and hospital payments
in previous columns.

E. Effect of Tort Law Changes on Premiums

The effect of tort law changes on insurance premiums should
have an impact on the causes of the current problem, as well as
indicate whether such changes ought to be encouraged. As
indicated above, substantial increases in the frequency and
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severity of claims are a significant element of the current
malpractice problem, and these increases are at least one
possible source of the premium increases. To the extent that
tort law changes reduce the frequency and severity of awards,
they can be expected to reduce the frequency and severity of
claims, and reduce premiums, or at least slow their increases.
Tort law changes precipitated by increasing malpractice insurance
premiums are ineffective if they do not ultimately control
escalating premium costs.

Do tort law changes affect premiums? Any answer must be
given cautiously, since it is difficult to determine immediately
if tort law changes are doing any good: there is a time lag
between a change in the law and an actual effect on awards, and
yet another time lag between the effect on awards and the
underwriters' taking account of this and revising the rates
accordingly. Further, many factors beyond the frequency and
severity of awards and settlements affect the premium. Thus,
conclusions in this area should be interpreted carefully,
particularly to the extent that they do not show reductions in
premiums immediately following upon tort law changes.

An examination of the experiences of California, Florida,
and New York by the Tort Policy Working Group suggests that
California's substantial modifications in its tort law has indeed
slowed the rate of premium growth there as compared the states
with less drastic reforms. 5 ^ As Table 17 illustrates, between
January 1, 1980 and January 1, 1986, the premium increase for
obstetrician/gynecologists in California was 140 percent, while
Florida had a 395 percent increase and New York a 345 percent
increase.

50U.S. Government Printing Office, An Update on the
Liability Crisis 88-96 (1987).
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TABLE 17

MALPRACTICE PREMIUM INCREASES FOR SELECTED SPECIALTIES
1980-1986

California Florida New York

General Practice 173% 199% 335%
Internal Medicine 61 199 326
General Surgery 88 256 175
Anesthesiology 35 217 96
Obstetrics/Gynecology 140 395 345
Orthopedic Surgery 88 198 216
Neurosurgery 113 370 273

Source: Tort Policy Working Group, An Update on the Liability
Crisis , p. 94 (1987) ; data derived from GAO, Medical Malpractice.
Six State Case Studies Show Claims and Insurance Costs Still Rise
Despite Reforms , p. 15 (1987)

.

A similar pattern is seen in other specialties. Likewise, a
report to the New York Medical Society confirms the differences,
and also shows that malpractice premiums as a percentage of net
income and gross revenue were lower in 1985 in California than in
the other states. 51

F. Conclusions: Factors Affecting Premium Increases

Competing analyses and explanations point to different
sources of the medical liability and malpractice problem. There
is no doubt that the sources are multiple. But certain analyses
are possible from the data at hand.

There is an increasing frequency and severity of claims, and
such a development will inevitably cause a rise in the cost of
insurance. Behind these numbers there are varying possible
explanations. It seems unlikely that the frequency of medical
injuries is increasing, although it is difficult to determine the
true incidence of such injuries. It is possible that more people
are aware that they are being injured. But the percentage of
claims closed without payment is still substantial, as it always
has been. Explanations other than simply increases in the
underlying events must be examined.

51Healthscope Management Services Corporation, in
association with the Center for Health Policy Studies, An
Analysis of Medical Malpractice Insurance Expenses and Physician
Income in New York and Selected States (1985) cited in U.S.
Government Printing Office, An Update on the Liability Crisis (1987)

.
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One explanation of these developments uses an empirical and
theoretical economic analysis to identify factors affecting
premiums, and identifies changes in the legal system as the
origin of the premium increases, both through increased claims
activity, and through uncertainty about the volume and size of
future claims. 52 Under this explanation, the increasing number
of claims and paid claims, in larger amounts, is closely related
to the expansion of the reach of the tort liability system
generally, as it compensates plaintiffs more generously, and as
it imposes strict liability more frequently. Such developments
as eased requirements for establishing joint and several
liability, and large awards for non-economic damages, as well as
an apparent movement from a fault-based standard to a no-fault
standard, are also elements of this expansion. The broader
opportunities for compensation encourage more people to seek
compensation.

Further, changes in tort law have made it more difficult for
insurers to predict liability and the amount of judgments with
assurance. The attendant uncertainty on the part of the
insurance industry raises premiums independently of actual
experience; the insurer must charge a premium large enough to
account for possible new forms of liability and high levels of
payout, regardless of specific past experience.

Thus, both the increases in actual claim payments, and the
anticipation of new and increased liability, serve to increase
premiums. Although there are some limitations in these elements
of the analysis as they apply to medical malpractice, as it is
not fully clear that these changes have been as significant in
medical malpractice as in other fields, they do appear to be a
factor.

The same analysis employs the profitability record of the
insurance companies, and their specific experience with their
malpractice lines to point to the causes of the premium
increases. This finds an increase in underwriting losses in
certain lines of insurance, including medical malpractice, while
there is an increase in net investment income. The implication
is that the increased premiums really do reflect claims losses,
and not more general business problems of the insurers. 53

52This approach is reflected in Report of the Tort Policy
Working Group on the Causes. Extent and Policy Implications of
the Current Crisis in Insurance Availability and Affordability
45-52 (1986) and An Update on the Liability Crisis: Appendix
16-22 (1987)

.

53U.S. Government Printing Office, An Update on the
Liability Crisis: Appendix 10-12 (1987)

.
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PART IV

RESEARCH ISSUES

I . INTRODUCTION

The body of information pertinent to professional liability
and medical malpractice has recently expanded substantially.
Among the major additions to the literature on medical
malpractice is the recent work of the General Accounting Office
(GAO) , consisting of a five-part review of medical malpractice
insurance issues begun in 1985. The published studies include an
overview of the issue, 1 a study of malpractice insurance costs, 2

a summary of case studies of six states' responses to the
problem, ^ individual reports on the six states studied, 4 a study
of insurance claims, 5 and a summary of conclusions,
recommendations, and suggestions. 6

A second important document consists of papers from Duke
University's School of Law 198 6 Symposium, "Medical Malpractice:
Can the Private Sector Find Relief?" 7 built upon the Urban
Institute's 1985 Washington National Malpractice Conference.
Presented therein are a review of the 1970s' experience,
materials on malpractice claims and insurance through the mid-
1980s, legislative proposals, and consideration of the resolution
of claims resulting from medical intervention through prospective
private contracts between providers and patients.

-U.S. General Accounting Office, Medical Malpractice, No
Agreement on the Problems or Solutions (February 1986) .

2U.S. General Accounting Office, Medical Malpractice,
Insurance Costs Increased but Varied Among Physicians and
Hospitals (September 1986)

.

3U.S. General Accounting Office, Medical Malpractice, Six
State Case Studies Show Claims and Insurance Costs Still Rise
Despite Reforms (December 1986)

.

4U.S. General Accounting Office, Medical Malpractice, Case
Study on Arkansas (December 1986) , and similar studies on
California, Florida, Indiana, New York, and North Carolina.

5U.S. General Accounting Office, Medical Malpractice,
Characteristics of Claims Closed in 1984 (April 1987)

.

6U.S. General Accounting Office, Medical Malpractice, A
Framework for Action (May 1987)

.

749 Law and Contemporary Problems 2 (Bovbjerg and Havighurst
ed. 1986)

.
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The third is a set of research publications produced by The
Institute for Civil Justice, The Rand Corporation, many of which
incorporate the research of Patricia Munch Danzon. 8 In large
part, these consist of studies of medical malpractice claims,
empirically testing the effects of various state-implemented tort
changes on claims and their settlement, and broadly assessing
tort costs and compensation.

The Tort Policy Working Group, an interagency group
consisting of representatives of ten agencies and the White
House, was established to study the general problem of insurance
availability and affordability . The Group's findings and
proposed recommendations in eight major areas of tort law have
been issued in two documents. The first, published in February
1986, is titled The Report of the Tort Policy Working Group on
the Causes, Extent and Policy Implications of the Current Crisis
in Insurance Availability and Affordability . The second was
issued in March 1987 and is entitled An Update on the Liability
Crisis . These documents are useful in describing the broader
context within which the problems associated with medical
liability arise.

In addition, efforts by state governments to respond to
providers' concerns about the dramatic increase in costs of
medical liability insurance have led some, including New York,
Florida and North Carolina, to grapple with underlying
malpractice issues far broader than simply premium increases.

Researchers have pointed out, however, that current
information on medical liability and malpractice often lacks a
sound quantitative basis and is frequently limited to descriptive
research, medical legal writing, news reports and anecdotal
evidence. 9

8Included are P.M. Danzon and L.A. Lillard, The Resolution
of Medical Malpractice Claims: Modeling the Bargaining Process
(1982) ; P.M. Danzon and L.A. Lillard, The Resolution of Medical
Malpractice Claims: Research Results and Policy Implications
(1982) ; P.M. Danzon, The Freguency and Severity of Medical
Malpractice Claims (1982) ; P.M. Danzon, New Evidence on the
Freguency and Severity of Medical Malpractice (1986) ; P.M.
Danzon, The Effects of Tort Reforms on the Freguency and Severity
of Medical Malpractice Claims: A Summary of Research Results
(1986); and J.S. Kakalik and N.M. Pace, Costs and Compensation
Paid in Tort Litigation (1986)

.

9 S. Zuckerman, C.F. Koller and R.R. Bovbjerg, Information on
Medical Malpractice: A Review of Empirical Research on Manor .

Policy Issues , 49 Law and Contemporary Problems 2 (1986)

.
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Prior sections of the Report of the Secretary's Task Force
on Medical Liability and Malpractice summarize and reference
information, data, and background materials pertinent to issues
of professional liability and medical malpractice. This body of
existing information has been a reference point for the Task
Force's recommendations. In the course of undertaking the
comprehensive assessment of causes, costs, consequences and
potential steps to be taken called for by the Secretary in his
charge to the Task Force, we found substantial knowledge gaps,
limitations, and imperfections.

This Part of the Report identifies a list of research issues
whose pursuit would deepen understanding of the issues related to
medical liability and malpractice and provide guidance for policy
making. The Appendix to Part IV summarizes current malpractice-
related research sponsored by HHS through the National Center for
Health Services Research and the Office of the Assistant
Secretary for Planning and Evaluation.

II. THE HEALTH CARE SYSTEM

A. Adverse Medical Results

There have been few studies which have measured the
frequency of adverse medical outcomes, distinguished avoidable
from unavoidable outcomes, and assessed how many of these
avoidable outcomes would receive compensation through the
professional liability system. Existing measurements, however,
suggest that relatively few adverse medical outcomes lead to a
malpractice claim.

There are two principal sources for information on these
topics. Research conducted for the 1973 HEW Commission's Report
found that perhaps 5 percent10 to about 7 percent11 of
hospitalizations led to medical injury. A small pilot study
supported by the 1973 HEW Commission found that very few injured
patients were expected to file malpractice claims, even when
their injuries resulted from negligence. 12

10U.S. Department of Health, Education and Welfare Medical
Malpractice, Report of the Secretary's Commission on Medical
Malpractice (1973).

11L.S. Pocincki, S.J. Dogger, and B.P. Schwartz, The
Incidence of Iatrogenic Injuries , U.S. Department of Health,
Education and Welfare Medical Malpractice, Report of the
Secretary's Commission on Medical Malpractice , Appendix , 62
(1973).

12 Id. , p. 51.
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In addition to the work funded by the 1973 HEW Commission,
the most important and useful, although dated, is the 1977
assessment sponsored by the California Medical Association (CMA)
and California Hospital Association (CHA). 13 Virtually all
subsequent reports dealing with malpractice rates and associated
statistics are based on or compared with this study. This study
found adverse medical outcomes in 4.6 percent of all hospital
discharges. It estimated negligence was probable in 17 percent
of these adverse outcomes.

Research Questions

(1) How often does medical intervention result in an
adverse outcome? How many of these outcomes are avoidable?
Has their frequency or setting (e.g., hospitals, physicians'
offices) changed over time? If so, why?

(2) Among adverse medical outcomes, has the distribution
between avoidable and unavoidable outcome changed over time?
If so, how is the change explained?

(3) How do avoidable medical injuries which lead to
malpractice claims differ from those which do not?

B. Determination, Detection and Deterrence of Substandard
Physician Practices

In terms of current practices, no systematic data exist
which identify the physician practice patterns that result in
avoidable adverse medical outcomes and medical malpractice
claims, judgments and settlements. Information on the number of
paid physician claims and their characteristics by state is not
generally available. When available, data may not be comparable
across states. The national data bank which has been authorized
by the Health Care Quality Improvement Act of 1986 should prove
helpful, both in increasing the amount of information available
on malpractice judgments and settlements and in allowing
comparisons among states.

Claim data is a source of information about physician
practice patterns but may not be structured in ways to facilitate
the identification of these patterns. Data do not currently
exist to support fully or refute the frequent allegation that a
small number of physicians account for most paid claims.

13California Medical Association and California Hospital
Association, Medical Insurance Feasibility Study (D.H. Mills ed.
1977) .
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Traditionally, in medicine, no authoritative body purports
to mandate specific practices that are required for good medical
care in all cases. In malpractice litigation, good practice is
proven by the testimony of experts as to the standard of care.
There are some statements from professional organizations that
identify recommended or standard practice; these are typically
admitted in litigation as evidence of the standard of care, but
are not conclusive. Federally-established Professional Review
Organizations (PROs) use norms and standards of care in
evaluating the quality of care given to Medicare beneficiaries,
and the statute establishing the PRO program purports to immunize
from malpractice liability a physician who complies with these
PRO-established norms. 14 It is not clear to what extent the use
of such norms of care, whether developed by professional
organizations, PROs, or otherwise, in fact improve the quality of
care and affect the number of avoidable adverse outcomes or
malpractice claims.

Research Questions

(1) Can relationships between physician practice patterns
and avoidable adverse medical outcomes be identified?
Between physician practice patterns and malpractice claims?

(2) Do a few physicians account for a disproportionate
number of avoidable adverse medical outcomes and malpractice
claims?

(3) To what extent are avoidable adverse medical outcomes
the product of a pattern of substandard practices versus
infrequent lapses from generally sound practices?

(4) If patterns of repetitive claims against limited
numbers of physicians exist, do they differ by specialty
and/or other characteristics? What are the characteristics
of the multi-claim physicians? The characteristics of their
practice?

(5) Are there predictors that can identify substandard
physician practices before malpractice claims are brought?

(6) How effective is the process of PRO denial of Medicare
payment for substandard care at identifying inadequate
physician practices? Do such denials affect the frequency
of malpractice claims?

14Section 1157(c) of the Social Security Act, 42 U.S. C. §

1320c-6(c) (1982).
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(7) How can the practices of physicians who deliver care of
substandard quality be modified, and by whom, to bring
quality of care to appropriate levels?

(8) What effects do insurers have on deterring physicians,
hospitals, and other providers from substandard practices?

(9) What systematic promulgations of recommended practices
are available for physicians to follow? Are PRO norms and
standards useful for standard-setting purposes other than
for denial of payment purposes? How are promulgations of
recommended practices used in litigation? Do such
promulgations in fact improve the quality of care?

C. Physician Credentialing

Education, licensure, specialty certification and hospital
privileging constitute the physician credentialing process.
Physician credentialing is the principal control over who
practices medicine. It also determines the scope of a provider's
practice. The process of credentialing plays an important but
hard to quantify role in preventing substandard practices. (A
subset of physician credentialing, physician discipline, is
discussed below.)

Research Questions

(1) Are review processes, whether by peers, hospital review
committees, PROs, or state licensing boards effective in
preventing substandard practices?

(2) What is the effect of specialty recertification on
physician practices?

(3) Is information exchanged appropriately among insuring,
peer review, disciplinary, licensing and credentialing
bodies? What if any is the appropriate role of third party
health care payors in such information exchange?

(4) When there is exchange of information among entities,
does this exchange lead to effective action?

D. Physician Discipline

Existing studies 15 suggest that review and discipline of

15S.M. Wolfe, H. Berman, G. Silver, Medical Malpractice:
The Need for Disciplinary Reform, Not Tort Reform 6 (1985)

.

American Trial Lawyers Association, The American Medical
Association is Wrong—There Is No Medical Malpractice Insurance
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physicians may be uneven, and that the probability that
incompetent physicians will be discovered and disciplined differs
greatly from one state to another. To some extent, this reflects
significant differences in the resources different states devote
to physician practice review and discipline.

Research Questions

(1) Do state licensing boards adequately identify and
discipline substandard physicians? If not, why not?

(2) Is there a minimum level of financial resources, and
staff size or composition which is required for state
licensing boards to effectively carry out their
responsibilities?

(3) Are state licensing boards restricted in effectively
conducting their review and disciplinary responsibilities by
inadequate state laws, standards of evidence, or limits on
their ability to secure necessary information?

(4) Is there a relationship between the level of activity
by a state licensing board and the frequency of avoidable
adverse medical outcomes or the frequency of medical
malpractice claim? Does the level of state licensing board
activity influence liability premiums?

(5) How do state licensing boards use information they
receive from other sources, such as reports of medical
malpractice judgments and settlements?

E. Quality of Care

1. Risk Management

To reduce or eliminate preventable losses, hospitals have
instituted risk management programs, 16 often as a requirement
prescribed by liability insurers. Increasingly, states are also
requiring hospital participation in risk management programs.
Such programs have not been subjected to substantial formal
evaluation regarding their effectiveness in loss prevention nor
have quantitative links between such programs and reduced
insurance premiums been determined.

Crisis (1985)

.

16 See , e.g. , American Hospital Association, Medical
Malpractice Task Force Report on Tort Reform and Compendium of
Professional Liability Early Warning Systems for Health Care
Providers (1986) .
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Research Questions

(1) What is the nature and extent of hospital risk
management programs and what effect do they have in reducing
adverse medical outcomes, malpractice claims and insurance
premium increases?

(2) Do state-enacted requirements for hospital risk
management programs affect the content and level of risk
management activity?

(3) How extensive is the use of risk management techniques
in non-hospital settings such as ambulatory care centers?
What forms does risk management activity take in these
instances? Does the existence of a formal risk management
program in these non-hospital settings have any effect on
the occurrence of avoidable medical outcome or the frequency
and severity of medical malpractice claims or liability
insurance costs?

(4) Are risk management programs more apt to be found in
certain practice arrangements? Have some physician practice
arrangements used risk management techniques in particularly
effective ways? If so, can there methods be adapted to
other types of physician practice arrangement?

2 . Innovation

The potential for health improvement through new technology
is often coupled with increased risk. The threat of malpractice
litigation may have a dampening effect on the development and use
of innovative techniques or products.

Research Questions

(1) What is the effect of changes in medical technology on
the frequency of adverse medical outcome and malpractice
claim frequency and severity? Specifically, of malpractice
judgments and settlements, how many result from the use of
new technology?

(2) Does the perceived risk of increased liability affect
providers' willingness to use innovative techniques,
procedures, or equipment, either positively or negatively?
Is "informed consent" an adequate protection?

3. Defensive Medicine

The practice of defensive medicine involves "a deviation
from what the physician believes is sound practice, and is
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generally so regarded, induced by a threat of liability." 17

Deviation from sound practice can involve performing medically
unnecessary tests and procedures, or failing to perform medically
necessary tests and procedures, solely because of a fear of legal
liability.

When defensive medicine results in unnecessary health care,
it may increase health care costs as well as harm patients.
There are methodological difficulties in measuring the added
costs of defensive medicine and estimates of its effect on the
nation's medical bill have varied considerably. A recently
published estimate of the aggregate costs of changes in medical
practice designed to reduce liability risks for the year 1984 was
$10.6 billion. This represents 77 percent of the estimated total
costs associated with medical professional liability and 18
percent of total expenditures for physicians' services during
that year. 18

Defensive medicine can also refer to the failure to perform
medically necessary tests and procedures because of fear of legal
liability. There are reports of physicians not offering services
to patients whose conditions may increase the likelihood of
lawsuit, such as "high risk" surgical or obstetrical patients.

Research Questions

(1) How successfully can the cost of unnecessary health
care performed as defensive medicine be separated from other
explanations of increased costs of health care?

(2) How often is defensive medicine expressed by a change
in practice which denies care to certain patients?

(3) Is the amount of defensive medicine affected by
specialty, practice setting, or payment mode (fee-for-
service versus prepaid care)

?

(4) Is defensive medicine successful in reducing the
frequency or severity of malpractice claims?

(5) Does the practice of defensive medicine exert a ratchet
effect on customary medical practices to create a medically
unnecessary standard of care?

17N. Hershey, The Defensive Practice of Medicine: Myth or
Reality , 1 Milbank Memorial Quarterly 1 (1972)

.

18Reynolds, Rizzo, and Gonzalez, The Cost of Medical
Professional Liability . 257 J. A.M. A. 2776, 2777 (1987).
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(6) In states where there are limits on physician
liability, is the volume of defensive medicine affected?

(7) Does defensive medicine or certain of its components
improve health care, or lead to increased patient compliance
or satisfaction?

F. Public and Professional Education

Consumers of medical care may have unrealistic expectations
concerning the outcome of medical intervention. Too often these
expectations arise from media reporting of technological
breakthroughs which encourage the belief that modern medicine can
accomplish miracles, without stressing either the normal delay in
transferring the technology to routine patient care or possible
inherent risks or adverse effects.

Similarly, physician's expectations about the professional
liability system may be unrealistic. Typically the only
opportunity a physician has to learn about the professional
liability system is through personal involvement in a malpractice
action which is usually a negative experience.

Research Questions

(1) How knowledgeable are health care consumers about the
possible outcomes of medical intervention? Does increased
knowledge affect health care consumer behavior or attitudes?

(2) What are effective techniques for developing among the
public reasonable expectations as to the benefits and
limitations of modern medicine?

(3) Does this type of education affect the frequency of
avoidable adverse medical outcomes? Malpractice claims?

(4) Are there other benefits to this type of education?
What are they and how can they be measured?

(5) How knowledgeable are physicians about the professional
liability system? Does increased knowledge about the system
affect physician behavior or attitudes?

III. THE PROFESSIONAL LIABILITY SYSTEM: TORT

A. Tort Litigation

1. Statutes of Limitations

Statutes of limitations fix the time within which an injured
party may take legal action to file a claim. If a person fails
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to file a lawsuit within the prescribed time, pursuit of the
claim may be barred. Since the mid-1970s, almost all states have
taken some action to shorten their medical malpractice statutes
of limitation or to limit the time during which a claim can arise
from an injury which was not discovered until some time after the
provision of care.

Research to date, by Danzon and others, suggests that states
that have adopted shorter statutes of limitations and/or limited
the discovery period, have had less growth in claim frequency
than states which have not adopted these measures. On average, a
reduction of one year in the statute of limitations ' s duration
reduces claim frequency by approximately 8 percent. 19

Research Questions

(1) What types of adverse medical results are excluded from
compensation eligibility by shortened statutes of
limitation? Are there adverse medical outcomes for which,
as statutes of limitation periods are reduced, torts-based
claims to compensation would be systematically denied?

(2) What are the consequences for injured persons of
excluding formerly compensable events by reducing statutes
of limitation? Are such claimants able to secure
compensation from other sources?

2 . Ad Damnum Clause

The ad damnum clause is the technical term for the statement
in a plaintiff's complaint of the amount the plaintiff seeks in
damages. Such an amount is frequently reported by the media.
Critics believe that reporting such large amounts encourages
prejudicial pretrial publicity and can harm the reputation of
defendants. Several states have prohibited any statement of
damages claimed thereby preventing media reports of very large
damage claims.

Research Questions

(1) Previous research suggests that the elimination of the
ad damnum clause has had no significant effect on claim
frequency and severity. 20 Does this continue to be true?

19P.M. Danzon, The Frequency and Severity of Medical
Malpractice Claims: New Evidence , 49 Law and Contemporary
Problems 2 (1986)

.

20P.M. Danzon, The Frequency and Severity of Medical
Malpractice Claims (1982)

.
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(2) In those states that retain the ad damnum clause, in
which instances does the media report the amount claimed?
What are the reasons for such reports?

(3) Do such reports affect the reputations of defendants?
In what way?

(4) More generally, is there an association between media
coverage of medical malpractice judgments and settlements
and claim frequency and the amount of damages claimed?

3 . Pretrial Screening Panels

Many states have created medical review or pretrial
screening panels to evaluate medical malpractice claims before
they enter the court system. These panels are intended to
encourage settlement of claims before trial. Research on their
effectiveness is inconclusive: while Danzon has found they have
no systematic effect on claim frequency, 21 Sloan has found that
they have a statistically significant association with lower
insurance premiums. 22

Research Questions

(1) Do pretrial screening panels encourage early settlement
of claims?

(2) What are the characteristics of claims that receive
negative panel evaluations? How often and how successfully
are such claims pursued in court?

(3) How much time does pretrial screening add to the total
amount of time needed to resolve medical malpractice claims?

(4) What are the administrative costs associated with
pretrial screening and how can they be minimized?

4 . Attorneys 1 Fees

In the United States plaintiffs' counsel in medical
malpractice cases receive payment through a "contingent fee"
arrangement—payment of their fees is contingent upon
successfully pressing clients' claims to closure with an

2 lld.

22 F.A. Sloan, State Responses to the Malpractice Insurance
"Crisis" of the 1970s: An Empirical Assessment , 9 Journal of
Health Politics, Policy and Law 4 (1985)

.
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indemnity award. Contingent fees generally are set as a
proportion (typically one-third or up to 50 percent if an appeal
is taken) of awards made to successful claimants. 23

From providers' perspective, the contingent fee system, by
tying plaintiffs' lawyers' income to awards, appears to contain
undesirable incentives for plaintiff counsel to seek awards
larger than those that appear to be justified by plaintiff's
injury. Providers have also complained that the system contains
incentives for not settling claims which are of questionable
merit but are expected to engender juries' sympathies and result
in large awards. Yet, as data collected by GAO demonstrate, most
settlements with payment take place prior to trial verdict. For
claimants who go through trial to verdict or who appeal, the
success rate plummets. 24

Research Questions

(1) When, why, and under what conditions do potential
claimants seek out legal advice? How do they find and
select counsel?

(2) What proportion of potential claims brought to
plaintiff's counsel actually are screened out by counsel?
Why do lawyers reject them? Are there differential
rejection rates among different groups or classes of
lawyers? For instance, do lawyers who specialize in
personal injury tend to be more selective? What accounts
for the difference, if any?

(3) Of claims rejected by malpractice lawyers, what
proportion represent potentially compensable claims? Why
are these rejected? What are the consequences for rejected
parties?

(4) Of claims accepted by plaintiffs' counsel, what
proportion are non-compensable? Why are these cases
accepted?

(5) What role do claimant and defendant play in the
settlement process? To what extent do they have effective
control over counsels' actions?

23W.J. Curran, How Lawyers Handle Medical Malpractice Cases;
An Analysis of an Important Medicolegal Study , U.S. Department of
Health, Education and Welfare 15 (1977)

.

24See U.S. Government Printing Office, Characteristics of
Claims Closed in 1984 (April 1987) p. 82.
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5. Joint and Several Liability

Except where modifications have taken place, each defendant
in a medical malpractice suit is responsible for paying up to the
full cost of plaintiff's award.

Several states have modified their laws on joint and several
liability to eliminate or greatly alter a defendant's liability.
Usually these changes limit a defendant's responsibility for
payment to the proportion of the defendant's fault.

Research Questions

(1) How often do medical malpractice claims involve
multiple defendants? Who are the defendants in multiple-
defendant suits, e.g. physicians, nurses, hospitals,
manufacturers? Have the relative frequency of such suits
and the distribution of providers or entities sued changed
over time?

(2) What are the characteristics of multiple-defendant
claims? Successful suits? Do they differ from single
defendant claims and suits? In what ways?

(3) Those who believe that joint and several liability laws
should be modified argUe that its effect can be to shift a
disproportionate share of the burden of compensation to co-
defendants who have played a limited role in causing an
injury. Does this apply in the area of medical malpractice?

(4) Has the practice of limiting physician liability, as
occurs in many states, affected who is sued and who must pay
in medical malpractice cases?

(5) How extensive is the practice of suing the
manufacturers of equipment used in medical care in medical
malpractice (as opposed to product liability) cases?

6. Expert Witness Qualifications

Medical malpractice cases involve complex questions of
medical decision-making. Expert testimony is nearly always
required to establish the appropriate standard of care. Verdicts
often hinge on expert testimony. Some states have established
qualifications for expert witnesses.

Research Questions

(1) How does establishing qualifications for expert
witnesses affect the use of expert witnesses in medical
malpractice cases? Is the quality of medical evidence
improved through the practice?
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(2) What other practices have been used by the states to
improve the quality of medical evidence?

(3) Are there differences in the quality of medical
evidence presented in pretrial screening proceedings versus
that presented at trial?

7. Malpractice Award Limits

Tort awards for medical malpractice usually consist of two
components: economic restitution or compensation designed to pay
medical costs and income loss associated with a malpractice
event; and compensation for non-economic injury. Non-economic
losses include costs of such factors as pain and suffering and
loss of consortium expressed as a financial equivalent.

In some states, non-economic damage awards have been limited
legislatively. 25 In others, absolute limits have been set on
recovery for economic and non-economic damages. Indiana was not
only one of the first states to set a limit but its limit on
total recovery of $500,000 is lowest among the states.

Most legislative limits have been subjected to judicial
review. While some have been set aside because of state or
Federal constitutional questions, others have survived challenge.
These include Indiana and California.

Research Questions

These questions address in part the adequacy of compensation
for successful medical malpractice claims. More general
questions on compensation are raised in the discussion of
alternatives to tort litigation. Other sources of compensation
for medical malpractice claims are discussed in the section on
the collateral source rule below. In many instances, the
collateral source reserves the right to recover if the plaintiff
receives a settlement or judgment. This right of subrogation is
usually taken into account when collateral sources are
considered.

(1) How effective is the present combination of tort law
and insurance in compensating for injury caused by
substandard physician practices? After the costs associated
with bringing suit are deducted, are combined payments
typically in excess of real injury-related costs or do they
fall short of patient need?

25P.M. Danzon, The Frequency and Severity of Medical
Malpractice Claims . 76-77 (1982) (found caps on non-economic
losses secured an average 23 percent reduction)

.
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(2) Are malpractice claimants adequately compensated in
terms of their health and related costs? Do limits on
recovery affect adequacy of compensation?

(3) Does imposition of a limit on non-economic loss
payments result in decreased total awards? Alternatively,
are economic losses inflated to compensate for limited non-
economic recovery?

8. Collateral Source Rule

The collateral source rule prohibits presentation to the
jury of evidence of compensation to the plaintiff from sources
other than the defendant, such as disability and health insurance
benefits. Some states have revised this rule either to allow
presentation of such evidence or to require that awards be offset
by collateral benefits.

Research Questions

(1) In successful malpractice claims, what portion of
plaintiff compensation is derived from the defendant? From
other sources?

(2) Are persons with access to other sources of
compensation as likely to pursue medical malpractice
claims as those who do not have other sources of
compensation?

(3) Does the mandatory offset of collateral benefits simply
shift the burden of compensation? How are health benefit
plans and insurers affected by this requirement?

(4) For possible collateral sources of benefits in medical
malpractice cases, how extensive is the practice of
subrogation? What is the effect of its use?

9. Punitive Damages

Traditionally, punitive damages have been awarded to the
plaintiff in cases were the substandard physician practices fall
well outside accepted bounds and where typically no suitable
criminal remedy exists. Recent cases have broadened the
circumstances under which punitive damages have been awarded.

Research Questions

(1) How extensive is the award of punitive damages in
medical malpractice cases?

(2) Under what circumstances have they been awarded?
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10. Structured Payments

In the past, settlements in malpractice cases have been
awarded in a lump sum. Many states now allow that large awards
for future medical expenses and lost earnings be paid in
installments over the plaintiff's period of disability to reduce
defendant's outlay and the possibility that plaintiff would
mismanage large lump sum awards.

Research Questions

(1) What are the effects on plaintiffs, positive and
negative, of periodic payments of malpractice awards?

(2) How successful are courts at devising schedules which
match payments to plaintiff's incurred expenses?

(3) What are the costs of of administering structured
awards? How can such costs be reduced?

11. Compensation Guidelines

The purpose of compensation guidelines would be to help
assure that similar types of medical injuries would be
compensated in a similar manner. Such guidelines could be
established legislatively or judicially. Their application could
be mandatory or discretionary.

A major practical problem in the development of compensation
guidelines is establishment of the schedule by which injuries
would be compensated. Agreement on a well-defined schedule of
injuries and appropriate levels of compensation is quite
difficult.

Research Questions

(1) How should "equity" in compensation be determined? How
great is the "effective" versus "apparent" disparity in
compensation across state or other jurisdictional boundaries
when cost and income variations are taken into
consideration? How much of the variation is accounted for
in determination of economic damages? Non-economic damages?

(2) Is the development of a schedule of injuries and
appropriate levels of compensation for economic losses
feasible?

(3) Can pain, suffering, and other non-economic damages be
subjected to guidelines similar to those for economic
damages?
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12. Professional Liability System Reform Packages

Most states that have enacted changes to laws governing
medical liability have done so by enacting legislation that
addressed several of the topics previously discussed. Attempts
to assess the effectiveness of legal changes tend to focus on
individual topics rather than on the effect of combinations of
these changes.

Research Questions

(1) Are there particular combinations of legal changes that
have proven especially effective at reducing malpractice
claim frequency and severity? Are there packages of legal
changes that have proven effective at controlling insurance
premium costs?

(2) What combinations of legal changes tend to be most
politically feasible? Most likely to withstand legal
challenge?

(3) Given the diversity among the states and their
varying degrees of attention to issues of professional
liability in the past, is model medical malpractice
reform legislation practicable?

B. The Professional Liability System: Alternatives To Tort
Litigation

1. Alternative Methods

Because of a growing perception that the tort litigation
system is not effective at achieving its goals of compensation
and deterrence, alternatives have been proposed. These fall on a
spectrum ranging from a pure no-fault compensation system for
medical injuries to limited or elective liability options.
Another alternative proposed has been the use of arbitration for
the resolution of medical malpractice claims. Private contract
has been suggested as a mechanism for implementing some of the
alternatives under consideration.

Research Questions

(1) In addition to the tort liability system, how are
persons with avoidable adverse medical outcomes compensated?

(2) What is the adequacy of compensation for persons who
suffer avoidable adverse medical outcomes who are not
compensated through the professional liability system?

(3) Are there differences in the types of injury which are
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compensated through the professional liability system versus
those which are not?

(4) Are there alternatives to the current system which
would provide more expeditious payments to the injured at
reasonable cost?

2 . Pure No-Fault

A pure no-fault system would compensate patients for adverse
medical outcomes without regard to provider fault. Under such a
system unavoidable adverse medical outcomes such as those arising
from the prior condition of the patient would be identified and
excluded from eligibility for compensation.

Although proponents argue that such a system would eliminate
many of the transaction costs of the current system, the no-fault
design for compensation has been criticized because its costs
would be high and because any deterrent effect associated with
fault-based liability would be lost.

Research Questions

(1) Can avoidable adverse medical outcomes successfully be
separated from unavoidable adverse medical outcomes due to
the condition of the patient prior to medical intervention?

(2) What would be the costs of a no-fault system? Which
injuries would be compensated which are not now compensated?
What would be the nature and amount of transaction costs?

(3) What would be the effect of a no-fault system on
physician practices?

3 . Designated Compensable Events

In 1977, the Department of Health, Education and Welfare
funded a study to examine the feasibility of replacing tort law
with an alternative that would provide prompt compensation for
certain predefined occurrences, called "designated compensable
events" (DCE's), without requiring the patient to sue or prove
negligence. Non-DCE injuries would continue to be compensable
under the tort system, based upon a showing of fault and loss to
the harmed patient.

The study concluded that a list of compensable events could
be developed, but it did not establish the feasibility of a
designated compensable event compensation system.
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Research Questions

(1) To what extent would use of DCEs change system costs?
To what extent would DCEs compensate for injuries not
compensated by the current system?

(2) What are the societal consequences of increased surety
of compensation for a subset of medical events?

4 . Economic Damage Guarantee

Under a system of economic damage guarantees, a health care
provider would have the option of agreeing within a specified
period of time to pay an injured person's net economic loss
resulting from a malpractice event. This structure was the
foundation Moore-Gephardt bill introduced in the 99th Congress.

In exchange for the provider's prompt assumption of
responsibility for economic loss, the injured patient would lose
the right to make a legal claim for non-economic loss. If the
provider failed to make a timely offer, the patient would retain
the right to seek recovery in tort.

Research Questions

(1) How can the economic damage guarantees be investigated
on an experimental basis?

(2) What are its costs?

(3) Is there equity in the balance of incentives between
plaintiffs and defendants?

5. Arbitration

Arbitration is a form of dispute resolution which allows
controversies to be resolved by a neutral third party. It uses
informal procedures and has limited grounds for appeal, and thus
can resolve claims more quickly and less expensively than
litigation. Most of the states have general statutes authorizing
arbitration agreements and many states specifically authorize the
use of voluntary binding arbitration in malpractice claims.

Research Questions

(1) Puerto Rico has imposed by statute mandatory, binding
arbitration requiring submission of all medical malpractice
claims. What has been the experience under this law?

(2) When voluntary binding arbitration is allowed, who
chooses this mechanism over litigation? What are the
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characteristics of claims resolved through arbitration? Are
they different from claims resolved through litigation?

6 . Contract

Some authorities have suggested shifting the resolution of
medical malpractice complaints out of torts and into the law of
contracts. Using such an approach, patients and providers would
be allowed to contract with each other regarding the procedural
rules by which medical malpractice complaints are resolved.
Regardless of the particular choices that the parties would
include in their contract, the important principle of the private
contractual approach to medical injury is that individuals are
better judges of their preferences for risk and for different
health outcomes than are legislators or courts.

The contract approach to malpractice liability may become
stronger as the fee-for-service system is replaced by a system
with alternative incentives, e.g., prepaid health care packages.

Research Questions

(1) How feasible is a system of contracts between providers
and patients for compensation? Would providers be willing
to participate? Would patients be interested and willing to
accept pre-established compensation for specified injuries?

(2) How can the contract approach be investigated on an
experimental basis?

(3) What are its costs?

(4) Is there equity in the balance of incentives between
providers and patients?

IV. THE INSURANCE SYSTEM

A. Costs of Professional Liability Insurance

Taking into account the limitations of available data, the
"average" physician appeared to face professional liability
insurance premium increases of approximately 550 percent (from
$1900 to $10,500) during the period from 1973 to 1985. During
this period, total practice income increased only 280 percent. 26

26Data are from Center for Health Policy Research, American
Medical Association Socioeconomic Characteristics of Medical
Practice: 1986 (M.L. Gonzalez and D.W. Emmons ed. 1986), except
for 1985 data from letter of Roger A. Reynolds, Director, AMA
Department of Medical Practice Economics, dated February 20,
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Gross data, however, by masking subspecialty and geographic
differences conceal variations of considerable import.

^

7

Analysis of liability insurance premiums has focused on
physician costs, but other health professionals such as nurse
midwives and nurse practitioners have experienced recent problems
with both the availability and affordability of liability
insurance.

Research Questions

(1) Have the relationships among various specialties and
subspecialties, in terms of liability exposure, experience,
premiums and other costs, and with regard to practice
expenses and gross and net income, changed over time? If
so, why?

(2) Based on data for recent years, is the proportion of
practice income consumed by practice expenses and medical
liability costs continuing to increase? Has the rate of
change increased, decreased or remained largely constant?

(3) What component of the medical consumer price index
(MCPI) and changes in it is "explained" by increased
professional liability premium costs versus increases in
other practice expenses and net income?

(4) How are increased professional liability costs
allocated?

(5) Does the differential in claims payment experience
justify the geographic difference in premiums charged for
medical liability insurance?

(6) How does hospital experience compare with physician
experience in terms of changes in claims, premiums, and
payments for malpractice events?

(7) What is the experience of non-physician and
institutional providers in terms of liability exposure,
experience and insurance availability and affordability?

1987.

27American Medical Association, Socioeconomic
Characteristics of Medical Practice; 1986 . (Gonzalez and Emmons
ed. 1986)

.



B. Insurance Underwriting Practices

Experience rating imposes surcharges on individuals to
account for the increased risk they bring to the insurance pool.
Historically, medical malpractice has been "class" rated by
specialty and geography. Recently physician-owned insurers have
begun to move toward use of experience rating. The Massachusetts
Joint Underwriting Association, which covers most of the
physicians in the state, is required to use experience rating.

Research Questions

(1) What is the relationship between medical malpractice
claims and awards, on the one hand, and provider practice
patterns on the other?

(2) Is experience rating effective in deterring avoidable
adverse medical outcomes? Does its use affect malpractice
claim frequency? How does it affect specialty liability
cost differentials?

(3) Are alternatives to experience rating, such as smaller
risk pools, or premium discounts to physicians practicing in
a high-risk specialty but who have good claims records,
effective and efficient at deterring avoidable adverse
medical outcomes and medical malpractice claims?

C. Compensation Funds

Some states limit the liability exposure of physicians by
establishing patient compensation funds. The compensation fund
assumes liability for a malpractice judgment which exceeds a
threshold amount. Physicians carry private insurance to cover
their potential liability up to that amount. Compensation funds
are financed through special fees or taxes paid by providers and
are operated by the state. Some funds have experienced serious
solvency problems.

Research Questions

(1) What are the characteristics of "successful" state
compensation funds?

(2) Do compensation funds play an independent role in
contributing to liability insurance availability or
affordability? Can their benefits be separated from those
associated with other legal changes, in particular limits on
recovery?
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D. Adjustments for Malpractice Insurance Premiums

Even though there are acknowledged gaps in information
pertinent to medical malpractice costs and claims frequency,
there is no dispute that certain geographic areas together with
selected specialties and subspecialties have experienced rates of
increase much larger than the average. For example, surgeons and
obstetricians especially, and providers generally, in New York,
Florida and other geographic locations have found the increase in
their professional liability costs and claims experience
particularly high.

In some locations, because of difficulties in attracting or
retaining certain medical specialists, in particular
obstetricians, measures have been taken by government or
hospitals to ensure insurance coverage for these physicians.

Research Questions

(1) What effects are perceived malpractice exposure having
on physicians' specialty/sub-specialty and retirement
decisions? How does one distinguish the relative importance
of concern over malpractice versus other factors which enter
into these decisions?

(2) How are such considerations affecting physicians'
location decisions? How do malpractice costs compare with
other factors, such as training time and student
indebtedness in these decisions?

(3) Are physician decisions related to professional
liability reducing patients' access to needed medical
services? If so, what is the scope of the problem? Can it
be distinguished from other reasons for limited access?

(4) How extensive are efforts by government and private
entities to provide insurance coverage for selected medical
specialists? Have these efforts been successful?

E. Patient Indemnity Insurance

It is possible that if given the option, health care
consumers might elect to insure themselves against adverse
medical outcomes. First party insurance of this type could cover
all adverse medical outcomes resulting from medical intervention
or specified subsets of these outcomes.

Insurance of this type is not now available.
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Research Questions

(1) What are the obstacles to development of first party
medical liability insurance?

(2) How can the feasibility of this type of insurance be
tested?

F. Competition and Profits in the Insurance Industry

As they relate to the need for premium increases to meet
medical malpractice costs, the issue of insurance reserves
specifically, and insurance profitability more generally, have
been the subject of considerable debate. 28

Research Questions

(1) To what extent does insurer type, e.g., physician-owned
mutual, multi-line commercial, and joint underwriting
association, affect changes in premium costs over time?

(2) What evidence is there from states' experience that
collusion among malpractice underwriters does or does not
exist?

(3) What evidence exists regarding the effect of changes in
insurance investment income on malpractice insurance premium
prices?

(4) What is the role of state insurance rate regulation in
changes in malpractice insurance premium prices?

(5) What has been the net profitability of malpractice
underwriters, and how does this compare with the
profitability of other insurance lines and industries,
generally?

(6) What illumination does research on profitability,
effects of additions to reserves, or other factors, cast on
the necessity of increased malpractice insurance premium
rates?

^ 8U.S. Government Printing Office, Medical Malpractice, An
Update on the Liability Crisis (March 1987)

.

U.S. Government Printing Office, Report of the Tort Policy
Working Group to the Domestic Policy Council on the Causes,
Extent and Policy Implications of the Current Crisis in Insurance
Availability and Af fordability (1986)

.
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G. The Federal Risk Retention Act

The Federal Product Liability Risk Retention Act of 1981 was
extended to all types of liability by the 1986 amendments29
because of insurance availability problems experienced by
professional groups such as nurse midwives in the early and mid-
1980s. The Act allows a risk retention group formed and licensed
in one state to sell liability coverage in all other states,
subject only to these other states' marketing regulations.

Groups wanting to form risk retention entities have noted
that they lack the traditional insurers' McCarran-Ferguson Act
federal antitrust exemption and may be placed at a competitive
disadvantage to other underwriters. On the other hand, risk
retention entities of this type have been created precisely
because of a lack of insurance availability, which implies a lack
of competition.

Research Questions

(1) What are the characteristics of risk retention groups?
For example, how are they capitalized? How do they differ
from traditional insurers?

(2) Does the McCarran-Ferguson Act discriminate against
risk retention groups? Are states taking actions to
discriminate against or facilitate their formation?

(3) To what extent have risk retention groups served to
overcome potential problems of professional liability
insurance availability? How do their costs compare with
traditional underwriters 1 premiums?

29 15 U.S.C. § 3901.
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APPENDIX I

Current Medical Malpractice Research
Funded By

The National Center For Health Services Research

1. "Malpractice Claims: The Maryland Experience, 1977-1985,"
NCHSR Grant No. HS 05108 (due August 1987). P.I.: Laura
Morlock, Ph.D. (Johns Hopkins University)

The first objective of this three part study is to conduct a
detailed analysis of all malpractice claims involving health care
providers in Maryland during 1977-1985. The principal source of
data is open and closed claims filed with the Maryland Health
Claims Arbitration Office (HCAO) . The data comprise 3277 claims
involving 7923 defendants. A second objective is to identify
factors associated with the malpractice claims experience of
Maryland acute care general hospitals. The third objective is to
provide a detailed description of hospital incidents generating
malpractice claims by International Classification of Disease
category, and to examine factors associated with hospital
variation in claims activity for "high risk" classifications.

A second phase includes completing data analysis and the
preparation of journal articles related to the second and third
project objectives. With respect to the second project
objective, it is anticipated that the number and seriousness of
claims within hospitals will be associated with the volume of
"high-risk" procedures; with patient characteristics such as
case-mix, average age and socioeconomic status (payor mix) ; and
with characteristics of providers such as specialty and board
certification. The central research question is the extent to
which, after taking these variables into consideration, hospital
variation in claims activity can be explained in terms of factors
such as the state of development and degree of comprehensiveness
of quality assurance, risk management, and other types of
monitoring activities.

Analysis activities related to the third project objective
include the identification of "high-risk" ICDAs and procedures in
terms of the absolute frequency and rate of claims, the
seriousness of alleged injuries, the extent to which defendants
are found liable, and the average size of HCAO panel/court jury
awards. The second aim is to determine factors associated with
hospital variation in claims activity for "high-risk" ICDAs in
terms of claim frequency, seriousness of alleged injuries,
provider liability and size of awards.
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2. "Empirical Analyses of Medical Malpractice Insurance," NCHSR
Grant No. HS 05693 (due January 1989). P.I.: Randall
Bovbjerg, J.D. (The Urban Institute) co-P.I.: Frank Sloan,
Ph.D. (Vanderbilt University)

.

This three-part project will analyze the structure and
workings of the medical malpractice insurance industry,
particularly with regard to its interactions with reforms in the
medical-legal system and pricing. Part I will analyze the
"industrial organization" of the industry, its structure and
competitiveness, as well as its fiscal results. Pricing will
receive special attention in light of loss trends, returns on
reserves, and the ebb and flow of capacity in primary insurance
and reinsurance. Both descriptive and quantitative approaches
will be used, drawing upon reported financial data, published and
unpublished literature, and executive interviews.

Part 2 will consider the causes and effects of tort reforms.
Causes include social-cultural, medical, legal, and insurance
trends in malpractice and other lines of insurance. Results will
be measured in terms of insurance premiums, claims frequency and
severity, and jury verdicts. The principal statistical method
will be multiple regression analysis, using improved
specifications of the legal reforms, premium data, claims
information, and jury verdict reports.

Part 3 will consider one very significant proposed reform,
namely insurance rating designed to improve quality incentives to
physicians. Simple tabulations, regression analysis, and other
techniques will test the hypothesis that the current system
insufficiently predicts experience by rating class and will model
different approaches, notably rating by hospital or hospital
department, so as to encourage peer review. Data include more
than ten years of premium and claims data from the state of
Florida.
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APPENDIX II

Current Medical Malpractice Research
Funded By The Office Of

The Assistant Secretary For Planning and Evaluation

1. "Analysis of Medicare Part B Data—the Impact of Indiana
Malpractice Tort Reform" HHS-OS Grant No. HHS-100-85-0053
(due September 1987). P.I. : Howard West (Mandex, Inc.).

Indiana implemented major malpractice tort reforms in 1976.
The broadest of these reforms was to place a cap of $500,000 on
the total amount which a medical malpractice claimant could be
awarded for the combination of economic and non-economic damages.
Collectively, the set of reforms is reputed to have substantially
reduced Indiana physicians' potential costs for and exposure to
malpractice liability claims. These reforms have been in place
in Indiana for more than a decade.

To the extent that elements of medical practice represent
"defensive medicine," undertaken to reduce the probability of
suit against a provider and to build a defense against
malpractice claims, the need for such practices in Indiana should
have been reduced by these reforms.

This study will analyze Medicare part B data longitudinally
in Indiana and four states without a cap on damage awards to
examine whether differentials exist in the extent of upcoding of
diagnoses, increased use of ancillary tests, procedures and
related services, and other patterns of utilization. These data
will be used to test the hypothesis that, because of malpractice
liability tort reforms, and reduced exposure to liability claims,
patterns in the ordering of ancillary tests by physicians are
lower in Indiana than with other states.

It is assumed there is no bias in the Medicare data because
a physician's practice pattern should persist across all insured
patients in the practice.

2. "Follow-Up to the 1983 Physician Practice Cost and Income
Survey" HHS-OS Contract No. HHS-100-86-0023 (due February,
1988). P.I. : Janet Mitchell (Health Economics Research,
Inc. ) . Illinois.

As part of the resurvey of the nationally representative
sample of physicians participating in the 1983 Physician Practice
Costs and Income Survey, physicians are being asked for
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information regarding policy characteristics and costs of their
professional liability insurance. In combination with income
data, this study will provide information by provider specialty
on changes in the cost and scope of insurance. In addition,
physicians are asked about problems with the availability of
liability insurance and whether they have made changes in their
practice patterns as a result of malpractice insurance costs.

3. "Some Approaches to Deterring Medical Malpractice." HHS-OS
Grant N0.86-ASPE 172A (due September 1988). P.I.: John
Rolph (The Rand Corporation) and William Schwartz, M.D.
(Tufts University)

.

A grant has been awarded to the Rand Corporation to
investigate insurer-based approaches to deterring medical
malpractice. A number of medical liability underwriters,
especially physician-owned carriers, aggressively conduct risk
assessment activities through efforts to identify risk-prone
practices and providers. These same carriers apply risk
management techniques, including application of underwriting
terms and conditions, other economic sanctions, and denial of
coverage, to modify practice patterns of covered providers and to
limit their underwriting risk exposure.

This study is examining the practices of selected
underwriters. Based on an analysis of claims data dealing with
various types of negligent behavior, and an examination of
studied insurers' "high-risk" physician detection and sanctioning
processes, the researchers will report on approaches to predict
and deter physician negligence and negligence-prone behavior.

Proposed ASPE Project on Malpractice

1. "Compensation and Sources of Support for Illness and
Injury." To be awarded in late 1987 as a competitive grant.

In the late 1970s a study of human illness and injury, and
sources of financial support for the costs associated therewith
was conducted in England and Wales. Of interest were those
accidents, injuries, conditions, illnesses, diseases and related
events which resulted in "interrupted or permanently restricted
activity." In the British study a threshold was set: a two week
period during the preceding twelve months when any illness,
injury or handicap made it impossible to accomplish desired
activities with respect to self-care, communication, mobility,
school and work. In addition, to enrich the data base pertinent
to events for which the compensation process was likely to be
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extended, e.g., involving tort claim and settlement, all
respondents were also asked:

[0]ver the last five years ... has anyone [in the reporting
unit] had an accident on the roads, at work or at home, or
been injured by anyone else?

The British study sought to classify such events by type and
to determine their frequency of occurrence in the general
population. The study then went a major step further, to examine
kinds and sources of compensation secured by affected
individuals.

The Department of Health and Human Services is interested in
securing similar information for the United States about illness
and accident events, and sources through which financial
assistance, support, and compensation may be secured by those
affected. Here, the problem is much more complicated, not only
because of this country's far larger population base, but also
because of the diversity of health care financing and relevant
compensation structures. Much of the diversity reflects the
absence of a national health insurance system and this nation's
federal structure rather than the more unitary system of England
and Wales.

Briefly, the purpose of this study is to parallel in the
American context the British survey of the nature, source and
frequency of:

1. illness and injury events which result in "interrupted
or permanently restricted activity," of specific
duration, and

2. mechanisms in place which, directly or indirectly, are
used by or provide assistance to the ill and injured in
meeting their consequent costs.

In addition, there may be interest in going beyond the
British study to determine those illness and injury events and
associated compensation mechanisms related to them which cause:

3 . either direct and/or indirect health care-related costs
to members of the United States' population.
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